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— Looking Ahead — 


FINANCIAL FORECASTING FOR THE BANK 
AND FOR MANAGEMENT __ by CUTHBERT N. HAYHURST TO 


A rather complete set of forecast schedules accompanies this study - 
which, however, is more concerned with the need for sound planning of The 
future operations than any limited method of achieving it.......... 9 o 
TESTING THE POTENTIAL OF A COMPANY 

PRIOR TO ACQUISITION by PAUL E. BRODRICK 

The concept of return on investment as an appraisal device is implicit 

in the survey procedure described here under which past and prospec- 

tive return on sales and capital turnover are incorporated in the com- QU 
parisons made between the company and the enterprise proposed to 
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PLANNED MANAGEMENT CONTROL — repl 
AN APPLICATION by DORRANCE D. HENION part 

red 


The necessity for control to be a practical reality if management is to 
manage is emphasized throughout this article which is devoted largely 
to exposition of a case in which control media were introduced at the 
insistence of the president of the company......................0: b 
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—A Current View — 









A FAVORABLE APPRAISAL OF DIRECT COSTING 
by CHARLES F. CAUFIELD 

The barrier of convention appears as the strongest adverse considera- 

' ff tion to the greater use of direct costing in this review of its history, 

advantages and disadvantages, and present degree of acceptance... ... 15 






















— Production’s Other Half — 


TO MARKET, TO MARKET — SOME PRACTICAL 
PROFITABILITY CALCULATIONS by K. R. RICKEY 
The device of the simplified example is carefully utilized in this paper, 

3% § which brings home the effects of price and volume change on profi- 
tability of products—and describes how to “quantify” these effects.... 71 
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r QUALITY SOURCE DATA THROUGH FACTORY 

81 AUDITING ON A STATISTICAL BASIS 
by E. L. SCHLUETER 

In the procedure revision described here, the timekeeping function was 
replaced and factory auditing under the control of the accounting de- 

ON partment was introduced, using sampling techniques which promptly 
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_# TRAINING AND DEVELOPING ACCOUNTING 

AND ANALYTICAL PERSONNEL by G. A. COPELAND 


Ave. M# § The controller’s department’s “basic” and “advanced” training pro- 
grams—for new and higher ranking employees, respectively—and the 
company’s executive development program are described in this article, 
with particularization of underlying procedures and forms used... ... 
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by ROBERT A. MILLER 
“He who hesitates is lost” (and a corrupt version of the adage says, 
“bossed”) and many accountants—of all people—are subject to arith. 
metical stage-fright doubtless dating from their first trip to the black- 
board. The penalty of allowing this to go uncorrected, plus concrete 
corrective methods, are given expression in this article............. 2 T 
dent 
true 
full 
The Impact of E.D.P.M. on Accounting req 
by R. FRANK THOMAS 2% § inc 
utili 
Considerations in Equipping the Accountant’s Office have 
by LEWIS BAGALOFF §7 § hav 
A 
Liberal Arts or Liberal Education for Accountants? = 


by ROBERT B. WETNIGHT @ 
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by CLARENCE W. BROWN 9 § 
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Our Internship Training for Accounting Students poral 
by LOUIS D. DUDAK 91 BF oper 
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Page Training and Developing Accounting 
~ and Analytical Personnel 
ays, 
ith. by G. A. COPELAND 
ick- 
rete HE GROWTH AND EXPANSION OF MY COMPANY, together with the increas- 
9 ing complexities of our (petroleum) industry, has created a continuing 


demand for top grade accountants and financial analysts. I believe this to be 
true of industry generally. To meet this need for personnel capable of success- 
fully handling today’s complex problems and to assure meeting tomorrow's 
requirements, we have developed several practices and procedures to aid in at- 


[AS 26 § trating high quality people and in developing personnel to obtain maximum 





FF 57 have changed little. 


utilization of employee skills and initiatives. Over the years our techniques 
have been revised to meet changing conditions, but the overall programs here 


A brief explanation of our overall company organizational structure and the 
comptroller’s responsibility in the development of personnel will facilitate 


° a holding company primarily concerned with the planning and coordination of 
world-wide activities and the development and recommendation of policies 
which bear equally on all operations. Wholly-owned subsidiaries, with their 

WN 79 


the understanding of these programs. Standard Oil Company of California is 


own local managements, are recognized as separate operating companies. Guided 


by recommended general policy and functional guidance provided by the cor- 
poration, local managements plan and conduct their respective independent 


AK 91 operations. 


The comptroller, as an officer of the corporation, consults with management 
92 § of other corporation departments and operating companies in the selection and 


training of personnel for accounting and analytical positions, arranges desired 
transfers and/or interchange of employees for development purposes, and con- 
ducts the comptroller’s development program as an aid to all corporation de- 
partments and operating companies in developing personnel for placement in 
responsible accounting, staff, and analytical positions. This development pro- 
gram is conducted on a company-wide scale. However, the principles involved 
an be applied to any sized organization. In fact, individual departments of 








GEORGE A. COPELAND was Assistant Comptroller of the Standard Oil Company of 


California at the time of his death in March, 1958. He joined this company in 1921 asa 


cost accountant in the manufacturing department. 
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some operating companies follow our general plan in conducting progr 
their own particular field of accounting. For instance, one such program - 
conducted in refinery accounting and another in producing. The program eas 
sists of a basic training plan and an advanced training plan. The corporation 
also has an executive development plan. All three will be covered somewhat 
briefly in this paper. 


Basic Training 


The basic plan provides training for selected company employees or newly 
hired college graduates in various phases of accounting and related analytical 
work through a series of work assignments in corporation departments and 
operating companies. On these assignments the trainee learns by observing 
operations, reviewing accounting procedures, and actually performing basic 
accounting, analytical and staff functions. Newly-hired college graduates with. 
out any previous company or petroleum industry experience are assigned to 
schedules of training for a period of approximately two years. Company em 
ployees or college graduates having experience in the petroleum industry or ex 
perience in related financial or economic analysis work are assigned to shorter 
and more accelerated schedules of training predicated upon the individual's 
experience, education, and development. 

College graduates are recruited from the various graduate schools of bust 
ness administration throughout the country—Stanford, Harvard, California, 
Wharton School of Finance, and the like. Candidates are selected from the 
top of the graduating classes, not just from the standpoint of arithmetical 
grades, but also from a balanced review of scholastic ability, extra curricular 
activities, personality, social adaptability, and leadership. Other factors that we 
think are important in the selection of candidates are previous work experi- 
ence, appearance and speech, attitude and interest in our company and, under 
graduate background. While graduate work in business administration is a te 
quirement, undergraduate work considered as helpful is not limited to the busi- 
ness field. This is because of the technical nature of the petroleum industry. 
For example, we have found that the M. B. A. with a B.S. degree in engineer 
ing or chemistry has an excellent foundation of advancement in some of our 
staff analytical assignments. 

Candidates selected from within the company must meet the same high stand- 
ards as those recruited from universities and colleges. 

Individual schedules of training afe developed for each candidate selected for 
the program. Schedules are tailored to the qualifications and aptitude of the 
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department for further development in the accounting or analytical field for 


individual and the overall company requirements for trained personnel. The 
period of time spent in the various training locations and assignments is flexible 
depending upon the individual’s ability, initiative, self-reliance, and progress. 
Through assignments in several operating and staff departments, in both field 
and home offices, the trainee obtains an overall knowledge of company opera- 
tions, organization and policies, as well as a general understanding of company 
accounting principles, practices, and reporting systems, together with a compre- 
hensive knowledge of the availability and significance of accounting and oper- 
ating data recorded. 
The development of each trainee is closely followed throughout his training 
through: 
1. The analysis of progress reports prepared by the trainee at speci- 
fied intervals. 
2. Frequent discussions with management personnel of the area in 
which the trainee is assigned. 
3. Analysis of appraisal and development forms submitted by super- 
visors at the completion of each training assignment. 
4. Periodic discussions with the trainee. 


In our discussions, the trainee is counseled on the advantages of taking 
outside courses of study to aid in his understanding of our operations and ac- 
counting systems and procedures. Many of our trainees find such courses as 
the “technology of petroleum refining” and “introduction to organic chem- 
istry” in addition to accounting and finance courses to be extremely beneficial 
to their development. During his training we expect the trainee, in addi- 
tion to acquiring a broad knowledge of our operations and accounting prac- 
tices, to: 

1. Look upon his job with genuine interest and enthusiasm. 

2. Demonstrate an ambition to succeed, i.e., take pains to do a good 
job, assume responsibilities willingly, and meet deadlines despite 
seeming obstacles. 

3. Have an analytical mind, as evidenced by his direct reasoning and 


capacity to select the revelant and the significant from masses of de- 
tail, and the ability to present findings clearly and concisely. 


4. Have the ability to work with others, for accounting and analytical 
work is a team effort and individuals who are unable to cooperate 
with others do not make team players. 


Upon completing the program the trainee is generally placed in a major 
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ey 
which he is best suited. Here, as in all positions throughout my company 
his progress is followed through periodic appraisals of his performance and 
plans made and discussed with him for his development and advancement — 


Advanced Training 


The advanced training plan of our comptroller’s development program 
designed for outstanding supervisory accounting, staff, and analytical person 
nel of the corporation and operating companies who are recommended for 
specialized training to develop them for more responsible positions. Advanced 
training, like basic training, consists of a series of working assignments. How. 
ever, they are more concentrated and usually include a number of staff and ans. 
lytical functions. The training schedules range from 6 to 12 months, depend- 
ing upon the employees’ respective experience, abilities, and special require- 
ments of the positions for which they are being trained. Specific fields of train- 
ing and detailed schedules of training are developed in collaboration with man- 
agement personnel of the employee's company or department to assure that the 
tasks assigned will provide the necessary experience and insight in our opera 
tions required for the individual's advancement. 

Both the basic and advanced training plans make maximum utilization of 
trainees on productive work and, when trainees are performing basic jobs, sv 
pervisors are instructed to utilize regularly assigned personnel for special jobs, 
vacation relief, and further training. Further, as a broad policy applicable to 
all employees, every opportunity is taken in the comptroller’s staff to accelerate 
the overall training through: 


1. Job rotation within organizational units. 
2. Transfers between fields of work. 


3. Interchange of personnel with operating companies on a horizontal 
as well as a promotional basis. 


Evaluation of the Employee and His Progress 


One of the basic tools utilized throbghout the company in the development 
of personnel is the Appraisal and Development Form (Exhibit 1). This form 
provides for a formal, periodic appraisal of the individual's performance in his 
current position, an estimate of potential capabilities, and an indication of how 
these capabilities may best be developed. (The latter elements are considered 
on the reverse of the form exhibited and on a combination sheet.) It is impor 
tant to mention that this form is not used inflexibly as the basis for cold and 
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EXHIBIT 1 


impersonal recommendations. It is, instead, used as a tool in an honest attempt 
to arrive at completely objective recommendations regarding placement of can- 
didates in jobs they are qualified to fill. 

This forms serves two purposes. The first is to provide the employee with a 
continuing look at his progress and an opportunity to sit down and discuss this 
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progress—or lack of it—with his immediate supervisor on a person-to-p 
basis. Here again, where applicable, the employee is counseled on the a¢ 
tages of taking outside courses of study to improve his performance and 
hance his opportunities for advancement. (Supervisors feel free to do this 
because under my company’s educational refund plan the employee only pays: 
a small part of the cost.) The second purpose the appraisal and d , 
form serves is to give the company the same continuing look at he Ca 
progress, so that his growing skills, judgement, and initiative can be properly 
channeled where they will do the most good for him and for the company, 


The Executive Development Program and Its Tools 


Our executive development program, unlike our comptroller’s development 
program, applies to all fields of work, not just accounting and analytical ap 
signments. However, it includes them and, hence, is pertinent here. The pti- 
mary objectives of this program are: 

1. To provide adequate reserves of qualified and seasoned candidates 
to fill executive, supervisory, and key staff positions as needs occur 
throughout the company. 

. To assure promising individuals opportunity to develop and utilize 
their capabilities to the mutual advantage of the individual and the 
company. 

. As replacements occur, to assure that key positions are filled by 
individuals fully qualified to meet all requirements. 


. To develop and foster among management full appreciation of its 
obligation for selection, training, appraisal, placement, and utili- 
zation of key personnel on a company-wide basis, rather than a 
purely departmental basis. 


The program receives top level guidance and coordination from the exear 
tive development committee comprised of top officers of the company. R@ 
administered by the office of executive development and is utilized by all ae 
poration departments and operating companies. This office counsels and assist 
management in the selection of candidates for all executive, supervisory, and key 
staff positions, both for immediate openings that occur and in planning a 
developing adequate reserves of qualified and seasoned candidates for thet 
positions. 8 

In the administration of the program, the office of executive developmett 
maintains a comprehensive, company-wide personnel inventory. The basic 
ument in the personnel inventory is the Personal Ex-cisence Record ( 

2). This form is consistently updated and gives a case history of the indi 
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PERSONAL EXPERIENCE RECORD G0-400-2 Sheet 8 














und en- COMPANY EXPERIENCE (Including allitary) MANE: JOHN DOE 
do this Position LOCATION paTE 
Tie 
ly Brief Job Description in each case 
Clerical Richmond, Calif. 9-37 2 yeare 
opment After 9-month training program, put in charge of cracking plant 
office. Duties included preparation of daily operating yields, 4-2/4 
ployee’s payrolls and office administration, together with preparation of 
ly | accounting statements for consolidation and usé in San Francisco. 
a } Refinery Cost Analyst | Richmond, Calif. 10-39 34 years 
y. | Cost analysis on special problems for the Refinery Manager and 
| Superintendents. Involved studies of economics of changing pro- /-#30 
| cesses, procedures, etc., showing ultimate effect on departmental 
| costs. Also reviewed financial analyses on all appropriations and 4-F¥33 
| job orders originating at the refinery. 
| 
lopment F S. army| let Lt. and Captain, |§ Maxwell Field, Ale. 4-3 2 years 
yf. ir Force Headquarters, Eastern 
tical as. Flying Training Command 
One of three officers selected to centralize the control and co- #-¢/O0 





mechanical, clerical, warehouse and hospital) supporting Air Force 


The pri- | ordinate administration of 30,000 civilian personnel (engineering, 
Training Programs’ at 30 major training stations throughout Southern 


and Eastern states. Developed organization, equipment and staffing 


tes plans for each station and assisted in putting them into effect. 
cur | ° Major Hagqts. Eastern Flying 5-45 9 months 
Training 
| As Aest. Chief, Personnel Div., developed and participated in 
. | training programs for civilian personnel officers and key techni- ¥-7/0 
lize | cians on employee relations, supervisor and employee training, vage 
the | and salary administration, recruiting, placement and related activ- 
ities. 
\Comptrol- Analyst San Francisco, Calif. 2-46 _ il yr. 1 mod 
by ler's Under Chief Analyst, responsible for compilation and analysis of 
Standard data in connection with Company's crude oil prices. Engage in 4-#30 
of Calif. especial studies and problems, including collection of date for at- 


_ | torneys in connection with renegotiation of 1944 sales. 




















its 

tili- ~ Chief Accountant San Francisco, Calif. 3-47 

| Responsible for the operation of the divisions which prepare A220 
na the Company's consolidated financial statements; maintain certain 

of the Company's corporate records and books not handled by indi- 
vidual departments. Also responsible for development and coordi- 
| nation of Company accounting policies and procedures. 
4 

e exea 
y. Its EXHIBIT 2 
r all com 


1d assists including a full length photograph and a description of person, education, pre- 
and ky § company experience. (Background and pre-company data are omitted from 
ring and the exhibit). Its value stems from the fact that it provides complete informa- 
for thet & tion about the man himself and a detailed record of experience in one place, 
| & csy to find and easy to use. A copy of the appraisal and development form 
elopment isalso maintained in the central personnel inventory. 
asic dot Another basic tool used in administering the program is the forward Plan- 
(Exhiit § sing and Replacement Schedule (Exhibit 3). Basically, this schedule is the 
dividal ganization chart for a given department or division of the company. It shows 
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the individual incumbent in each case, his potential and readiness for other 
positions, his own potential successors and from whence they come. The charts, 
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themselves, are prepared in cooperation with the individual departments and are 
kept current on an annual basis. These replacement schedules enable deliber- 
ate, well-considered, and sound progression and succession and assure that re- 
serves of men are qualified and seasoned for replacement when needed. 

Given a particular job opening in the management structure, the office of 
executive development uses the personal experience records to help them nomi- 
nate candidates on the basis of experience and qualifications. Coupled with the 
appraisal and development forms, this permits the staff to approach the prob- 
lem of nominating candidates with a solid background of information on which 
to base its recommendations. The usual method foliowed for immediate open- 
ings and in forward planning is for the individual department to request a slate 
of candidates. If the position is most likely to be filled from outside the depart- 
ment, management furnishes a job description and asks for help and may also 
nominate candidates. In any case, the resulting process is the same. 

Names are identified by a coding system adapted for punched card processing. 
It provides and is used for identification, nothing more. It does not make any 
decision but, rather, with unfailing accuracy, assures consideration of anyone 
and everyone having qualifications pertinent to filling any position. The rec- 
ords of employees obtained in this fashion are screened and rescreened, apprais- 
als are reviewed, personal and other considerations weighed and the resulting 
four, five, or six candidates are nominated as to potential effectiveness, i.e., 
immediately, long-range and “suggested order of consideration.” The slate 
is then reviewed with department management, usually with free and open 
discussion, and a decision is reached. Management accepts this functional as- 
sistance because: 


1. All candidates are considered wherever they may be. 
2. The process is based on careful deliberation. 
3. It represents an impartial and unbiased view. 


Meaning of Employee Development Programs 


Through these programs the employee realizes—it is hoped—that his ex- 
perience, his skills, and his potential will be recognized and considered when- 
ever possible. 

Readers who have reached executive status will recognize that these pro- 
grams and personnel policies are just a part of the many facets of good man- 
agement, which means planning ahead. Making periodic examinations of our 
greatest asset, our employees, detecting and correcting unsatisfactory conditions, 
training personnel, rotating personnel to promote on-the-job training and stim- 
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ulate employee self-development (stirring the pot if you will, so that persgm 

nel do not sit too long on one assignment) and the necessary follow-up to 
assure satisfactory progress are all included in the process. Readers who have 
not yet attained executive status can profit from knowledge of these programs 
First of all, you must remember that all development is self-development, De 
velopment should be centered around your present job. Look around you and 
observe the things you need to know about your company. Take courses of 
study to improve your job performance and to learn other phases of your com 
pany’s business and finally, concentrate on doing your present job superlatively 
well, with advancement as a secondary objective to come when and if available 
and earned. 





“Surprise” Products and Budgeting 
by FRANCIS W. FEHR 


N GENERAL, ARTICLES ON BUDGETING show little concern for the stumbling blocks which 

all accountants come across—mainly items that have not been budgeted, which have 
been introduced into the life of the company’s business during the fiscal year’s operations. 

It goes like this. Competition introduces an entirely new item to the public whid 
catches your firm’s research and development department flat-footed, so to speak, and 
forces a “crash” program to issue a similar product within a very short time. Not oaly 
a new product is introduced but, perhaps, entirely new departmental cost centers arranged, 
upsetting all charts and systems of distributing over-head costs on an equitable basis. 
Items are purchased for which no true standards can be immediately set. A new system 
of discounts and arrangements for advertising of this new product, colors the sales pre 
gram. All of this has been unplanned for, unexpected, a surprise to all—and crashes into 
the middle of the previously well-planned and smugly efficient master profit budget. 

What is to be done by the accountant in the way of preventing this enigma from com- 
pletely upsetting his reports to management? How are non-budgeted items taken care 
of? Of course, the easiest answer to it all is to strictly isolate all and sundry elements of 
cost dealing with the new product “monster,” keeping everything on an “actual” basis 
and somehow attempt to keep everything under control. This in many, many instances, 
is not done. Haste makes waste, is an old saying and a “crash” program has all its 
evils, management sometimes forgetting that there is such a thing as proper accounting 
procedure in their haste to catch up with their competitor's advantage. Products ate 
made and sold with accountant becoming aware of their existence only by a sudden dis 
tortion of his cost and variance reports, indicating further investigation to uncover the 
cause. 

Is there a better way of handling these off-beat items without isolation? What is the 
proper way to handle a new item for which a standard has not been set but is coming 
through in volume? All article on budgets and procedures faithfully outlined the usual 
methods to follow when Products A, B, and C are sold and manufactured, since Products 
A, B, and C, have been routinely forecast and budgeted and standards applied. But what 
about Product X? It never happened before . . . it must be dealt with immediately ... 
management must not have its statements erroneous or distorted. 

It would be a treat to see some future asticle on forecasting and budgeting that would 
specifically outline procedures and methods for handling non-budgeted and non-standatd 
items, other than complete isolation on an actual basis. 
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A Favorable Appraisal of Direct Costing 


by CHARLES F. CAUFIELD 


[" 1875, A FOUNDRYMAN FROM LIVERPOOL, ENGLAND, induced a publisher 

to print a nine-volume work entitled “Prime Cost Keeping for Engineers, 
[ronfounders, Boiler and Bridge Makers, et cetera.” This is one of the oldest 
major publications evidencing the origins of cost accounting. One most inter- 
esting observation here is that the operator himself was the motive force in this 
eatly work, and that the professional cost accountant did not create the de- 
mand for his services, but, rather, was created by it. For this reason, undue pre- 
occupation by the cost accountant with how to get improved status in the en- 
terprise must be unproductive in a general sense. And, if such be the situa- 
tion, it may reflect among other contributing factors a failure of his cost sys- 
tem to keep pace with the inevitable economic demands from it. 

This proposition is buttressed by the increasing scope of what the ironfounder 
published circa 1875. Industrial accounting has called into being systems and 
procedures as an integral costing prerequisite, departmentalization of enterprise 
for costing purposes, techniques of unit measurement, product costing, standard 
costing, process-versus-job-order cost concepts. More recently have appeared 
other developments such as standards, budgets, break-even analyses, economic 
charting (cost-volume-profit), electronic data processing, direct costing and 
the like. Despite all these, industrial managers seek still better controls and 
methods. Because of the rapid expansion of limits of the industrial accounting 
confines, our evaluations relative to each accounting innovation may be getting 
thinner, relatively speaking, than they were a few years back. 

General accounting has grown simultaneously with industrial accounting. In 
some respects, each field has augmented developments in the other. However, 
tax and regulatory laws have imposed relatively fixed patterns upon our general 
accounting requirements, beginning most noticeably in the period when cor- 
porate tax rates went to high levels. This imposed the insatiable appetite of 
regulation for rigidity upon business accounting. Industrial accounting activities, 
being internal, are not sustaining as much damage from outward regulation, 
and we have an anomalous situation today in which fiscal reporting has assumed 
slower patterns of change than internal accounting. This is especially true 
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where tax and other regulatory approvals of change are imposed most B. 

These factors may help to explain why direct costing has raised such a 
cloud of discursive dust between the two major groups of accountants. Nor 
since “lifo” has an issue been joined as resolutely by both sides. However, ip 
dustrial accountants should recognize that the force of events will surround 
yet-to-be developed accounting innovations with even greater controversy, The 
same groups and the same basic factors will contribute to the cleavage in any 
case. The immediate question for this discussion is to suggest the prognosis 
of directing costing with these factors in mind. 


Direct Costing and How It Differs 


A number of definitions of direct costing have been suggested. One of the 
more comprehensive is that of W. W. Neikirk: 


“Direct costitng should be defined as a segregation of manufacturing 
cost between those which are fixed and those which vary directly with 
volume. Only the prime costs plus variable factory costs are used to 
value inventory and costs of sales. The remaining factory expenses are 
charged to profit and loss. However, the point to be emphasized is 
that direct costing is primarily a segregation of expenses and only sec- 
ondarily a method of inventory evaluation.” (‘How Direct Costing 
Can Work for Management,” Waldo W. Neikirk, NAA Bulletin, Jan- 


uary 1951, p. 525.) 

In the above definition, Mr. Neikirk states that the fixed overhead costs are 
separated from the costs of production and charged against the profits of that 
period. To accurately estimate what effect this has on profits, let us look at the 
left half of Exhibit 1 which depicts a budget statement of profits for the Aé 
vanced Manufacturing Company for the month of June, 1958, as developed 
hy the direct costing method. It will be noticed that, not only fixed overhead 
cost but also fixed distribution costs have been deducted before obtaining the 
merchandising margin or, more precisely, that point at which the variable coms 
and sales are met, the remainder being for use in meeting the fixed expense: 
The right half of Exhibit 1 presents a budget statement of profits for a come 
parable period as developed under the standard cost method of absorption 
costing. We find all of the factory expense included in cost of goods sold, bat 
no distribution expense is charged to the cost figure. We must realize also tha} 
under this conventional method of costing, there is such an entity as over @ 
under-absorbed factory expense also. 

Consequently, by comparing the two methods, we discover a difference be 
tween the two of $2,600, the lower figure representing the profits according @ 


16 N.A.A. BULLETIN 
¢ 


> 











—— 
| ADVANCED MANUFACTURING COMPANY 





Budget Statement of Operation Direct Costing Budget Statement of Operation-Conventional Costing 
fo For Month of June 1958 For Month of June 1958 











| 
| Sales $100, 000 
| Deduct Standard Cost of Sales 60,000 Sales 
| Gross on Manufacturing Above Direct Standard Cost of Goods Sold 
Costs $ 40,000 Gross on Manufacturing 
| Sales and Shipping 18,000 Operating Expenses: 
| Gross on Sales Before Fixed Costs $ 22,000 Selling and Shipping $20,500 
Fixed Expenses General and 
Factory $5, 300 Administrative 6, 300 
Sales 2, 500 
| General and Net on Operations $ 8,700 
Administrative 6,300 . 
| Factory Expense 
| 
| 





Variance 1, 800 15,900 Pro-forma earnings statement showing reported 
Net on Operations 5 6,100 results under a conventional standard cost system 
° a 


| Pro-forma earnings statement showing reported 
results under a direct standard cost system. 








EXHIBIT 1 


direct costing and the higher according to conventional costing. Therefore, 
this figure of $2,600 represents that amount of fixed factory overhead which, 
according to conventional costing, is included in the inventory at June 30, 1958 
but which, according to direct costing, is included in the fixed factory expense 
charged to the month of June. 

Although Neikirk’s definition may be salted a bit because it conveniently 
assumes that we have adequate reporting systems and correct accounting knowl- 
edge to depend upon our classifications of fixed and variable expenses (Does 
your company have a good break-even chart?), it does emphasize clearly that 
reported profits will not be overstated at any time by including fixed expense 
elements in inventory valuation. Where both inventory and fixed elements 
are appreciable, it is, of course, clear that the inflationary trend will cause a 
chronic overstatement of profits under any costing method which adds fixed 
cost to any asset account. There also will be short-term effects on cost of sales 
and merchandising margin as between the two concepts, to the extent that in- 
ventory quantities fluctuates between balance sheets. 

Now, if direct costing produces lower reported profits, as suggested by some 
of its critics, is it improper for cost purposes? This question, although consid- 
ered at undue length in a great volume of writing on the subject in recent 
years, is concerned chiefly with inventory valuations. Exhibit 2 shows the un- 
compounded effect of inflation on inventory and reported gross profits. The 
same table may be used basically for determining the percentage overstatements 
of profits to sales with any inventory turnover ratio, if the rate of percentage 
overstatement in the table is divided by the turnover rate. Thus, an inventory 
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Percentage of Sales by Which Gross Profits and 
Percentage of Inventory Valuation Are Overstated in Company Reports At ~ 
Inventory Turnover of Once Annually With Specified Inflation Rates 


Gross Margin - Percent of Sales 10% 20% 30% 40% 50% 


Inflation Percent Per Year 

1% 2% 3% 4% 
4% 6% 8% 

6% 9% 12% 

8% 12% 16% 

10% 15% 20% 

12% 18% 24% 

14% 21% 28% 

16% 24% 32% 

18% 27% 36% 

20% 30% 40% 











EXHIBIT 2 


turnover of 2 with a 30 per cent gross and 4 per cent inflation during the year 
calculates out to an overstatement of gross profits of 12 over 2 percentage 
points of sales, or 6 per cent. The basic tabular item of 12 per cent is true 
of inventory overstatement without dividing by the turnover factor. 

While other inventory mechanisms such as “‘lifo,” “fifo,” and averaging, plus 
lags in relative price fiuctuation of components of product costs, are other fac- 


tors to be considered in conjunction with the foregoing, the table poses a real 
“Jonah” for both sides of the direct cost controversy. Although the industrial 
accountant already has cut reported profits by resorting to “‘lifo” in some cases 
and emergency amortization wherever possible, he has been known to argue 
that lower reported profits from direct costing impair its validity. On the other 
hand, the public practitioner dislikes the exclusion of some elements of what 
he calls inventory cost from inventory under the direct costing technique, al- 
though he has maintained an increasingly strong point on inadequacy of depre- 
ciation on capital facilities. It appears that both sides should continue logically 
beyond their respective present stands and look more closely at direct costing 
in terms of its better propriety, compared with inflationary overstatements of in- 
ventory under alternate accounting techniques. 


Additional Advantages of Direct Costing 
Another great advantage of direct costing is its simplicity. Material, labor, 
and overhead are grouped generally into the category of product costs. Fixed 


overheads are classified separately as period costs, not being arduously assigned 
to inventory at all. Transportation and handling are charged directly to ex 
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pense. Direct material inventory accounts are relieved on basis of completed 
shop order reports, as are direct and semi-direct labor. Fringe benefits on labor 
and maintenance labor and materials are charged to period costs along with 
selling, general and administrative expenses, as suggested by Exhibit 1. 

There is no worry in direct costing about determining rates to charge the 
fixed overhead against the product, nor, if there are product variances, having 
overhead expenses not chargeable to product left over one time and charging 
more overhead to product than actually incurred at another time. This con- 
fusing situation developed under absorption costing, leading us to another 
advantage of direct costing. Management personnel, for the most part, have 
not the technical mind that the accountant has, at least as far as figures are 
involved. When confronted with the situation in the preceding paragraph, 
they have often been unable to comprehend the reason why at one time expense 
they had incurred was left over but, at another time, expense was charged 
against them that they had not even incurred. Is it any wonder that the relations 
between them and the accountants were often anything but friendly? 

Direct costing, in removing absorption items from the operating cost reports, 
has at least cleared considerable puzzlement from accounting reports out in the 
shop. Likewise, the objective of cost accountants that reports should be as clear 
and concise as possible, has been assisted. Their former systems of variances 
could permit little conciseness, relative to absorption items, on the shop reports. 
With reports based only on direct cost components, management can extract 
the most important decision-making material directly from the figures presented, 
without costly supplementary analyses and interpretations. The corollary is that 
manufacturing volume fluctuations are removed from profits, and the extent 
could be shown by a chart similar to Exhibit 2, using indirect charges as a per- 
centage of product costs instead of inflation, as shown. 

The other half of this favorite argument of direct cost proponents is ‘that 
absorption costing inequitably assigns costs to inventory during periods of low 
production because of inevitable increases in overhead absorption rates, and the 
reverse during periods of high production. In the past, conventional costers, 
proceeding on the assumption that these costs of capital assets are part of the 
costs of production and must, consequently, be charged to production, tried 
many methods of determining the exact rates at which the costs should be 
written off as compared with volume. Much of this was subject to guess-work 
and, as was to be expected, many of these guesses were quite inaccurate. The 
result was a general distrust of the methods used by the accountants in alloca- 
ting the capital assets’ costs to production. On the other hand, direct costing 
employs no guess-work, since volume is not a consideration and equal amounts 
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are merely charged off to each period. This is easily understood by all and ha 

helped accounting keep pace with the direct economic needs of operations, 
Other advantages of direct costing are the separate reporting of fixed 

to general management, which is actually concerned with them, and the fact 

product costs are not affected by absorption costs. 


Disadvantages of Direct Costing — and Some Rebuttals 


As for the disadvantages of direct costing, there are many. However, critics 


of the system tend to enumerate these as if the entire organization of the com 
pany were involved. If one reviews enough of the contrary authority, it is not 


long before it is apparent that the problems which devolve upon the system are 


basically of a nature which management and accounting should deal with i# 
the staff offices anyway. (This is an advantage of direct costing which, to my 


knowledge, has not been listed formally anywhere.) For example, direct costing — 
does not assess all the costs to a particular segment of output in operating — 
reports, although these can be readily identified. It follows logically that any — 


system of classification which has developed far enough to readily identify items 


of cost with output, regardless of the inverseness of variation, should be com — 
mended and that use of direct costing concepts should not be allowed to impair — 


the excellence of classification just because a particular group of professionals 
has achieved it. In other words, identify these costs with the production lot in 
the office and do not confuse the mill with them just because you are able to 
put them down. Such items include machine set-ups, special service costs, many 
items of indirect labor, sales costs of some types and the like. These still can be 
assigned to product in the office without confusing the operators. 

The segregation of variable from fixed expenses in the system of account 
classification was mentioned in conjunction with Neikirk's definition. This is 
not only a severe problem today, but it promises to become more severe in the 
future as automation reduces the percentage of direct to total costs being ac- 
counted for. The relative variability of a cost may depend on the terms of 
measurement, the time over which costs must be determined, the identity of 


facilities used for given manufacturing purposes, as well as the way the cost — 


item, itself, bears on the finished material. If automation and the growing 
tendency of manufacturing procedures to obsolesce outstrip the technical or 
of accountants to ascertain direct costs, the whole industrial accounting estab ~ 
lishment, as we know it, will be replaced by something else wherever this — 


happens. And discussions over this difficulty will then have been resolved by 


their reduction to something as academic as Latin. 
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This problem is closely akin to the establishment of fixed expense allocations. 
Here is the major area requiring study and further development and promising, 
by its inherent character, to lead management back into the deficient conse- 
quences of absorption-type costing systems. The solution will ultimately depend 
upon our ability to allocate in direct costs without the profit and inventory distor- 
tions which such allocations involve in today’s incompletely developed account- 
ing science. On the other hand, it is clear that fully automated facilities also 
will mean a different type of operating personnel and a new and more complex 
type of operations reporting throughout the enterprise. In “keeping pace with 
automation,” we must accept that direct costing systems, too, must change. 

As far as pricing difficulties are concerned, the accountant who insists that 
the cost system determines the price level is dragging in irrelevancies in any 
discussion of direct costing. The point has been made by some authorities that 
costs determine prices, costs are difficult to prorate to product in a direct cost 
system and that, therefore, direct costing systems make pricing difficult. Pricing 
policies are going to be difficult under any accounting system, although not neces- 
sarily related to it and, if the firm is unable to price at an optimum in its 
market, it is going to lose sales one way or another. Further, if sales are not 
optimized, both the profit per unit and cost per unit are going to be affected 
because the volume as well as the price will suffer. If costs alone determined 
prices, Detroit would be selling more automobiles today, for would that not 
mean that the market would buy regardless of costs? The point would be better 
stated if it were confined to the difficulty of ascertaining profits by product, in 
view of the overhead allocation complexities. But good overhead allocation is 
about the same in any product cost system. 

Another criticism leveled at direct costing is that cost of facilities is not 
charged to product and that, therefore, it does not match costs against revenues. 
Well, this is logical in the books of the traditionalists, but the traditionalists 
themselves have fought strongly for new depreciation methods which have 
divorced book allocations of machine costs from the product in many cases of 
actual practice. This is by no means intended as flippant rejoinder to what has 
been done, but rather to suggest that what has been done may be the tangible 
reflection of a subconscious recognition that taxes, inflation, and obsolescence 
are all combining to force constantly accelerating depreciation into the picture, 
and that we have tried to adjust for it in spite of legalistic impositions bared on 
contrary allowable replacement cycles. 


If true, the situation tends to make the equating of facility costs a matter more 
for the accounting and engineering people in either case, and depreciation thus 
becomes more a period charge than a product charge, regardless of the type of 
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accounting reports the system provides to operating personnel. The whole 
lem might be further compounded at this point by posing the old mainter 
depreciation relationship, whereby one may be deferred or accelerated 

upon policy with respect to the other. Where does that leave the shortrma 
assessment of facility costs to product under either direct or absorption costing? 


The Court of Opinion 


Having examined some of the main advantages and disadvantages of the 
system of direct costing, let us be more concrete and delve into the opinions of 
those on whom the system has the most immediate effect. These groups are inti- 
mately concerned with the actual results of the use of such a system. Since this 
is a system of accounting, it is only natural that we first consider the attitude of 
the accountant towards the system. 

Where favor is apparent for direct costing, cost accountants are usually in 
the picture. They have been behind the majority of the major changes in cost 
accounting through the past thirty years or so, because of their more direct con- 
tact with management’s need to obtain precise knowledge of the results of the 
business. Thus, any method which brings out internally the information neces 
sary for managerial decisions is likely to be advanced by the cost accountants. 
However, we encounter quite a different situation when we ask the independent 
accountant, the auditor, or the certified public accountant for his opinion. In this 
class we have men who are primarily burdened with following the prescribed 
rules and showing comparable results in the general statements. Consequently, 
this group has made some of these observations: 


“I am definitely opposed to this system, even for interim statements, 
since product cost must always include all elements of cost.” (Robert 
Beyer, “Is Direct Costing the Answer?” Journal of Accountancy, 
April, 1955, p49). 

“Direct costing is fine for handling internal managerial problems, but 
it should not be carried over into the financial statements, since costs 
must match revenues,” (Carman G. Blough, “Accounting and Audit- 
ing Problems,” Journal of Accountancy, April, 1955, p. 64). 


“When we couple the limitations of direct costing with the recognition 
that accounting records must be constructed to serve a wide range of 
sometimes diverse objectives, we must conclude that the re-casting of 
these records to serve only this one purpose would seem to restrict 
unnecessarily the scope of applicability of cost data.” (Morton F. 
Moss and Wilber C. Haseman, “Some Comments on the Applicability 
of Direct Costing to Decision-Making,” Accounting Review, April, 
1957, p193). 
N.A.A. BULLETIN 
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“Tt seems essential to recognize that the appropriate costs to consider 
in the formation of policies affecting future actions are expected 
future costs and not the recorded historical costs of past periods. This 
means that policy decisions should be based on the results of analytical 
activity supplementary to the historical accounting records, and not 
os Ne See (Samuel R. Hepworth, 
“Direct Costing—The Case Against,” The Accounting Review, 


January, 1954, p98). 


The above quotations represent a quick cross-section of opposition to the 
idea of direct costing. But there are other independent and certified public 
accountants who, interested in the advancement of better accounting techniques, 
have advocated the system, at least in part if not totally: 


“There is much to be said both pro and con, but the theory of the 
direct coster is basically sound and makes excellent sense. It is worthy 
of careful study, since it appears to be an effective way to promote cost 
control through particular knowledge of cost behavior patterns and 
more general knowledge of their effect on profits.” (John A. Beckett, 
“The Pros and Cons of Direct Costing Contrasted with Full Costing” 
Journal of Accowztancy, April, 1953, p486). 

“Direct costing’s advantage, then, does not lie in being better than 
absorption costing or giving better prices, but rather in giving man- 
agement more information and better indication of operating results. 
Accounting must provide business with the information required for 
efficient administration. (Ted R. Hosick, “Effect of Direct Costing on 
Asset Accounting, Income Reporting,” Journal of Accountancy, Octo- 
ber, 1953, p448). 

“The vital question to be considered is whether direct cost data is best 
for the purposes for which costs are used. The answer is, ‘Yes,’ and 
given time, it will become the conventional method of cost account- 
ing.” (Raymond P. Marple, “Direct Costing and the Uses of Cost 
Data,” The Accounting Review, July, 1955, p436). , 


These two sections of quotations revert to the same point previously sug- 
gested, that, aside from internal advantages and disadvantages, most of the 
opposition perforce equals personal preference for established methods, which 
are not necessarily the only way of getting acceptably consistent fiscal state- 
ments. It is this sort of argument that is hardest to resolve without any external 
direction. 

Having seen this divergence of opinion as reflected by the accounting pro- 
fession, we shall now consider the attitude of management. It is well aware of 
the discussion concerning direct cost accounting and is carefully watching for the 
final outcome, since the realization of adequate profit return on capital employed 
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depends largely on management's ability to economically optimize sales and 
perform its profit-planning function, which it cannot do without the proper “0s 


reports and analyses. Some of the questions which management wants an: 
are: Can reports be rearranged adequately to provide better planning and com” 
trol information? Can seeming accounting contradictions be reduced? Can 
costs be reported to enhance the significance of cost-volume-profit factors and te = 
enable operating management to control its activity with less “iffiness”? Cag b 
figures be made vital to action? “ 
We have already seen that all of these questions of management can be 
solved through the use of the system of direct costing. We also know that it can 
solve other questions. Unadulterated marginal income figures by product, by 
area, by source, show the sales manager where he should push to score gains, 
including high-cost plant centers. They also show management production 
versus distribution costs, thus outlining remedial production implications and 
their urgency. Management also feels that, by using this new system, some of 
the characteristic stresses between accountant and management have been 
ameliorated. All the companies that have experimented with direct costing 
tend to be in favor of it. The following comment is illustrative: 


“These are the arguments for direct costing from management: makes 
possible more meaningful profit and loss statements for management 
by relating profits to sales; emphasizes cost-volume-profit relationships; 
profit motivation is increased through high-lighting of relative profi- 
tability of products, customers, and territories; stimulates better con- 
trol of expense, and eases the computation of profitability of future 
actions. (F. J. Muth, “An Evaluation of Direct Costing” The Con- 
troller, February, 1957, p67). 


Rr & $ 


Direct Costing and Government Agencies 


The Tax Court has had several cases on its docket concerning the valuation 
of inventories according to the direct cost method. In almost every case decided 
adversely, the court has stressed that these decisions were based on the indivi- 4 
dual circumstances and not against direct costing as such. And, notwithstanding ~ 
these decisions, present literature of the Internal Revenue Service and the Secure 
ties and Exchange Commission, indicates that they are inclined to accept the 
methods of direct costing, provided it is consistently applied. Also, according ~ 
to an informal ruling of the Internal Revenue Service in 1947, operating costs 
do not have to be included in inventories. x 

Considering both the internal and the external aspects of direct costing, call 3 
we say anything concerning its intrinsic merit? It is readily understood that, 
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with the uncertain regulatory situation imposed by those who are traditional 
or who, by their incumbency, tend to fight potential taxation losses, people will 
be hesitant to employ this method for external reporting, although the use for 
internal reporting has become rather widespread. To keep things simple, cost 
accountants advocate its use for external reporting as well as internally, and so 
does management. However, the weight of government and tradition are pow- 
erful forces, especially because regulatory agencies are so powerful. Therefore, 
very few firms have used the reports for external purposes. Management's po- 
sition is very well exemplified as follows: 


“The controller is especially interested in direct costing since he is con- 
cerned with management's problems more than financial statements, 
but until general acceptance, he can only regard it as a tool for inter- 
nal use.” (F. J. Muth, “An Evaluation of Direct Costing,” the 
Controller, February 1957, p. 67). 


Consequently, until some definite ruling comes from either the accounting 
profession or the government concerning the acceptability of direct costing for 
income determination, it appears that the system will be used only for internal 
control and managerial decision-making. 


Prospects for Increasing Acceptance 


It is my opinion that, although application of direct costing must exclude 
some industries, such as seasonal ones or large contractors, since their profits 
do not depend on ordinary cost-volume-profit relationships, there is nothing in- 
herently wrong with the system. It can be applied to most industries in this 
country. Furthermore, I believe that the arguments and advantages claimed 
by the proponents of direct costing more than outweigh the opposition. The 
latter seem to base their opinions mainly on the fact that it has not been gen- 
erally accepted, not on any real internal fault. I have no doubt that, since most 
managements can get better results through using this system, more will switch 
to it, thus forcing regulatory authorities to recognize its acceptability and im- 
portance. 

Direct costing is not a panacea for every question concerning costs, nor can 
it absolutely replace the other cost systems, but it is one more step in the 
never-ceasing effort to bring into focus a clear picture of the cost relation- 
ships. This is not the final step but have no question—diréct costing is here 
to stay. 
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The Impact of E. D. P. M. on Accounting Sj 


by R. FRANK THOMAS* 


N THE PRE-ELECTRONIC ERA the 
problem of accounting was largely 
one of writing entries in journals and 
ledgers and summarizing those entries 
so that they might be typed into report 
forms. Electric accounting machines 
have relieved the accountant of many 
of the tedious chores which he once 
performed and, subsequently, electronic 
data processing machines have ab- 
sorbed an even greater portion of 
these routine tasks usually executed 
by the accountant. Today, line items 
may be keypunched into cards, writ- 
ten on magnetic tape, sorted into a 
systematic order, entered in a journal 
or ledger, summarized on tape, and 
recorded on paper without having the 
accountant lift a pencil after he has 
completed his pre-installation planning. 
Electronic data processing machines 
are performing these functions at elec- 
tronic speed and producing a final 
product that is far more accurate than 
man’s efforts, even when he is per- 
forming at his maximum potential. 
Electronic data processing is still in its 
infancy. It is a child of the twentieth 
century. What will happen to account- 
ants and accounting when the child 
reaches manhood ? 
In light of the advent of electronic 
data processing machines, we need to 
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reappraise accountants and 

practices. This paper will not present 
a thorough study of the change 
wrought by E. D. P. M. but will ee 
deavor to illustrate to management, tp 
accountants, and to educators the need 


for a study of the changes necessary 
in accounting if we are to keep pace 


Shift in purpose—The purposes of 
accounting are, in a general sense 
two-fold. First, the accountant must 
gather raw data and assemble it in the 
form of reports. Second, he must ana- 
lyze and interpret these reports in or 
der to answer questions concerning 
business operations and to assist mai- 
agement in making basic policy dec 
sions. The preparation of standard se 
ports has become a primary function 
of machines and this is, admittedly, a 
function which the machine can per 
form far more satisfactorily than ca 
man. Although the accountant will 
continue to prepare special reports, he 
has been freed from many of the 
mundane but necessary duties formerly 
associated with record keeping. Hes 
now in a position to devote more of 
his time to the more critical task of 
analyzing and interpreting the reports 
which the machine prepares and 
give top level accounting problems 
much more consideration than Was 
possible in the pre-electronic era. 
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Sbift im scope—The nature of data 
processing forces the accountant to 
attain a new breadth of knowledge. 
An electronic data processing system 
encompasses a network of flow charts 
which reveals in minute detail the total 
operations of a business enterprise or 
of a governmental agency. In a given 
company, this network might consist 
of such applications as accounts receiv- 
able, accounts payable, stock and ma- 
terial control, payroll, and the prepa- 
ration of general and subsidiary ledg- 
ers. Sales analysis, statistical reports, 
and other projects could be expected 
to buttress this network. In order to 
effect one small application for elec- 
tronic data processing, the accountant 
must know something about the in- 
teraction of each division, each depart- 
ment, and each project involved. 
Othervvise, a company may entertain 
costly duplication of activities in one 
or more of its applications. In effect 
this means that the men who estab- 
lish and maintain an E. D. P. M. 
system shold not limit themselves 
to a knov:ledge of only one area of 
the compaziy’s operations. It also 
means thet management must review 
and analyze its entire operational pro- 
cedure. In this way E. D. P. M. can 
be made to serve the best interests of 
the company. 


Shift in method—E. D. P. M. can 
be expected to have some impact both 
on the method of training accountants 
and on the methodology employed by 
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accountants in studying the problems 
of business. This is especially impor- 
tant and several of its aspects will be 
commented in the succeeding para- 
graphs. 

The methods of training accountants 
include classroom study and on-the- 
job training. The former consists of 
exposure to basic accounting princi- 
ples and the latter all too frequently 
involves specialization in one small 
area of accounting. Formal education 
can best meet the needs of the ac- 
countant in the electronic age by teach- 
ing him more than accounting princi- 
ples, i.e., by giving him an awareness 
of the broad concepts of business, by 
developing his ability to think ana- 
lytically and logically, and by train- 
ing him to communicate his ideas 
and decisions effectively. Management 
can play its part in this training proc- 
ess by making sure that the com- 
pany’s accountants are systematically 
moved from one job to another. In 
this way the accountant can acquire 
a feeling for the total operations of 
the company and equip himself to as- 
sist management in analyzing special 
projects designed for machine produc- 
tion. 

Then there are the methods of sys- 
tems analysis. Whether he is prepar- 
ing to install a machine or is seeking 
means of improving an existing instal- 
lation, the accountant should follow a 
carefully designed plan. A_ hastily 
contrived plan of action or a project 
established for the sake of expediency 
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may appear to serve the immediate 
needs of the company but it may cause 
serious repercussions at a later date. 
For example, a stock and material con- 
trol project has as its basic function 
the addition of stock or the deletion 
of stock from a master file. Informa- 
tion necessary for the stock and ma- 
terial control project will probably 
come from several different machine 
projects. Therefore, if there is a lack 
of foresight or if there is inadequate 
planning in projects allied with stock 
and material control, costly file main- 
tenance trouble may appear. 

It is not within the scope of this pa- 
per to attempt to outline the method- 
ology which an accountant should fol- 
low in pre-installation planning or in 
post-installation system analysis. How- 
ever, there are certain basic rules that 
have proved helpful in E. D. P. M. 
system analyses. These are: 

1. Make sure that each problem 
area, or project, has been de- 
fined in detail, including nar- 
rative and diagrammatic de- 
scriptions of the way that 
each job is to be accomplished. 

. Test all projects thoroughly 
to determine that the result is 
both reliable and valid. 

. Reappraise the system fre- 
quently to determine whether 
changes in the system should 
be made in an effort to in- 
crease machine efficiency or to 
reduce operating expenses or 
to satisfy some change in op- 
perating policy. 

. Finally, study each proposed 
change in the system carefully 


and completely, pniz 
that any change in one 
of the system may aff 
several applications. 


Shift in attitude —Both the aco 
ant and management must face 


tronic data processing with increased 


vitality, industry, and imagination, — 
Much has been written in the last fon 


years about electronic data proce 
machines and their accounting wpe 
cations. Nevertheless, it will frequently 
be necessary for the accountant eo 
travel a more or less uncharted coutse 
in seeking answers to the persistent 
problems of business and ¥ 
Those who develop an understand: 
ing of electronic data processing soon — 
become aware of the fact that the 
machines have almost unlimited poe 
sibilities in the area of problem solving. — 
Thus, if the accountant has vision and 
if he applies himself, he is empowered 
with tools which should allow him to 
make even greater contributions to the 
operating efficiency of business and 
industry. 

Electronic data processing machines 
are as flexible or as inflexible as the 
imagination of man will allow. Thus, 
it behooves management to play ifs 
part in the development of an attitude 
conducive to the growth of new ideas, 
Management has a responsibility ® 
open up new aveaues in which the ae 
countant may apply his imagination,” 
his ingenuity, and his iveness. 
Thus might the full value of elect 
data processing be realized. 
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How's Your Conferential Arithmetic? 


by ROBERT A. MILLER 


NE OF THE MOST PITIFUL SIGHTS to witness is that of a conference “com- 
0 ing apart at the seams” while the vonferees attempt to perform operations 
in elementary arithmetic. Here is one point at which the accountant should be 
the leader. Here is where he should show his strength. But often it is the ac- 
countant who grabs paper and pencil and laboriously attempts to find the an- 
swer through long division or long multiplication. Meantime, others in the 
group whip out their slipsticks to get the answer, while one member of the 
group with a “feel” for arithmetic states, “It’s about 16 per cent.” This mem- 
ber may be from engineering, or research, or production, or traffic, but he has 
a sense of nuinbers—a recognition of the relationships of numbers, which he 
uses effortlessly as an effective tool. Thid is something we all do with very 
little practice, yet most of us allow arithmetic to interfere -with our otherwise 
smooth presentations. 

At a meeting to acquaint supervision with the details of a proposed pension 
plan, a young executive was delivering a succinct, coherent description of the 
various changes being considered. To illustrate a point, he walked to the black- 
board and proceeded to multiply $350 by one-half pf one per cent and then 
multiply $150 by one per cent. His presentation was interrupted while he 


wrote: $350 


X .0005 (Sic) 


Under this he wrote $1.75, explaining that his arithmetic had been criticized 
by others but, “the answer is $1.75—I know that.” : 


Then he wrote: 
$150 


x .01 
$1.50 


Needless to say, these two multiplications, instead of adding to the presenta- 
tion, detracted from it. They not only held up the explanation of the plan but 





ROBERT A. MILLER (Kalamazoo Chapter, 1949) is General Corporate Controller and 
Assistant Treasurer of the Kalamazoo Vegetable Parchment Company, Kalamazoo, Mich. 
He joined KVP in 1949 after serving nine years as a management consultant with Steven- 
son, Jordan & Harrison, Inc. A previous contributor to the Bulletin, Mr. Miller is Past 
President of Kalamazoo Chapter and is now a National Director and member of the 
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In elementary school, reading was taught by having the child read a 
word. We may recall how carefully and laboriously each word was read and 
pronounced. As we gained facility, we were able to read groups of ven 
a time. Now many courses are being given to develop greater facility in 
ing quickly. In learning a foreign language, many people labor to 
word for word. With practice comes greater facility and many elatedly fing” 
themselves thinking and translating in phrases. But, for many of us, the 
learning of arithmetic stopped with the basic instruction in the elementary 
grades. We have not progressed beyond that stage to enable us to utilize arith 
metic as a tool which is ready for use when required. 

The adding machine, the desk calculator, and the slide rule cannot be blamed 
for this lack of ability in simple arithmetic any more than the typewriter could be 
blamed for a lack in reading ability. Generally speaking, we have learned how 
to add, subtract, multiply, and divide by the long written method. This has 
been taught well. But there the teaching has stopped, and the learning too. 
Without pencil and paper we are lost. Mentally, we cannot go through the 
operations we perform with a pencil. 

Perhaps our educators can develop a technique to give our people this facility 
with elementary arithmetic. It certainly should result in more effective living, 
in a fuller life. Too many of us shy away from arithmetic and self-consciously 
admit our ineptitude. Since most other people feel the same way, our confession 
is greeted with friendly smiles and sympathetic understanding by the same peo 
ple who would pity us or even lose respect for us if we read or wrote as halt 
ingly as we did in the early grades. The “third R” has certainly been neglected! 
It is a sad fact that most of the population has not progressed beyond the ele 
mentary grades, but it is unthinkable that an accountant, whose stock in trade 
facility with figures, should be equally inept. , 


Mental Calculation in the Basic Operations 


It is easy to develop considerable facility in mental arithmetic. All it takes 
is a few minutes a day. In two or three weeks you will recognize a definite 
improvement. For instance, try adding mentally (without pencil and paper) 
two numbers of two digits each, like 25 and 16. Visualize them clearly in your 
mind, either as 25 + 16 or 25 over 16. Now, instead of adding by the same 
method you were probably taught with pencil and paper, develop your own 
method for adding these two numbers mentally. For example, you will prob, 
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ably find that it is difficult to retain the mental images if you add the 6 and 5 
in the units column to obtain 11, and mentally write down the 1 and carry 1 
into the tens column. Instead, try starting with the upper number (25) and 
add the 6 in the lower number, to get 31, then add the 10 of the lower 
gumber (1 in the tens column) to get 41. Obviously, it takes much longer to 
describe the method, or to read the description, than it takes to perform it. 
With the vast and complex wiring of your own brain you can “program” the 
method so that you can put the most advanced electronic computer to shame. 
At least, in adding any two numbers of 2 digits each, you shouid have the an- 
swer before the computer blinks a single light. Don’t pretend you don’t have 
the time to develop your mental ability. You can do six or eight additions in a 
few seconds. And you will find that, after the first couple of examples, they 
become much easier. 

You can vary this addition practice by adding the figures on the license 
plate of the car in front of you or the figures on a box car that passes by while 
you-are stopped at a grade crossing. There is a box car on siding outside my 
window as I write this. On it is the number 83241. Add the digits together 
mentally, first from left to right, then from right to left. Then make two 
2-digit numbers out of the figures (or 3-digit if you are feeling especially 
daring) and add them together, like: 


83 and 85 (83-2). 5, 832 and 83. 


+ 95 (244-1) + 41 + 41 + 241 

Now try a few subtractions, like 54 minus 18. Again, don’t try to do men- 
tally the laborious method you were taught with pencil and paper. Don’t think, 
borrow one from the 5, making it 4, and change the 4 to 14; 8 from 14 leaves 
6, a>1 1 from 4 leaves 3, to obtain a remainder of 36. Instead of this try 54 
minus 8 leaves 42, minus 10 leaves 32. 

You will find that you will soon be able to do six additions and six sub- 
tractions in about 60 seconds. If you spend two or three minutes a few times 
a day, you will be pleasantly surprised at your increasing facility as well as a 
definite feeling of mental well-being. It will seem that the cobwebs have tem- 
porarily been cleaned out of your brain. 


Now try some multiplication but keep it simple. Multiply a 2-digit number 
by a 1-digit number, like 65 8. Along with this, commit to memory the 
multiplication tables up to and including 15 & 15. You will find this is easier 
than you think and also that it will pay big dividends later. Then try your 
mind at dividing a 2-digit number, as 50 -- 13. You may find that you can han- 
dle this better by visualizing 50 over 13 or even 13)50. Don’t be discouraged 
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by the seeming difficulty of division. Remember that division is a 
of multiplication and subtraction. 

In about a week you will be able to do mentally operations which you 
not have believed possible. One of the best mental exercises which 
can do, with very little practice, is a combination of the basic operations 4 


one-digit numbers, like 2 x 4+5—3X6+5—8= ? Try this - - 


similar ones a few times. Then, as the ads say, “Surprise your friends!” 
your examples up as you go along. You will be surprised at the results. 


Mental Operations With Decimals 


To most people, the decimal point complicates otherwise simple calculations . 
yet the decimal point itself should be a tool or “gimmick” to simplify calcula: 


tions. To multiply a number by 10, move the decimal one place to the fight 


or add a zero. For example, 12.5 10 = 125. and 125 K 10 = 1250, To 


multiply by 100, move the decimal point two places to the right or add two 


zeros, aS 12.5 X 100 = 1250. and 125 X 100 = 12500. Similarly, to mab” 


tiply by 1000 add three zeros or move the decimal point three places to the 
right. 

In multiplying two numbers which contain decimals, we can often simplify 
the calculation by remembering two principles of decimal multiplication; 


1. The answer (product) will contain as many decimal places as the 
two numbers have together. It does not matter how the decimal 
places are divided between the two numbers. For instance, all of 
the following multiplications will have the same answer, includ- 
ing the number of decimal places (4): 

36415 36.415 3.6415 
 .1273 x 127.3 x 1273 


. Final zeros which come after a decimal point have no value. If 
they have no value, then don’t use them to make your mental cai- 
culations more difficult. Get rid of them before you start to caleu- 
late: $120.50 is still the same expressed as $120.5, and you have 
one less digit and one less decimal place to handle. Using Prin- 
ciple 1, then 816,000  .246 is the same as 816.000 « 246. 


We have all learned these two principles, but many of us don’t use them 
to make decimal multiplications easier. Take as an example: 43,200 X 003) 
There are no decimal places in 43,200 (multiplicand); there are 3 places in 005 
(multiplier), therefore there will be 3 places in the answer, if we multiply 7 
numbers as they are stated. It does not make any difference in the answer 
number has the decimal places, so, instead of using all the zeros, we simplify a 
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problem by transferring the decimal point from the .005 to 43,200. By doing this 
we can eliminate zeros and, therefore, eliminate the necessity of writing them in 
and using them in the calculation. 43,200 x .005 = 43.2 & 5. Now there will 
be one decimal place in the answer. That one decimal place will be a zero (the 
partial product of 5 X 2). The zero, following the decimal point, will be of no 
value, so don’t even write it down. Just carry the 1 from the 5 2 and mentally 
multiply 43 < 5 and add the 1, to get 216. 
If you want to find 1 per cent of any number, just move the decimal point 
two places to the left: 
1% of 5468 = 54.68 1% of 322.35 = 3.2235 
If you want to find 10 per cent of a number, move the decimal point one 
place to the left: 
10% of 67845 == 6784.5 10% of 932.563 = 93.2563 


Now, if you want to find 5 per cent of a number, don’t multiply by .05. Do 
it mentally. 5 percent is half of 10 per cent, so take 10 per cent by moving the 
decimal one place to the left and take half of that number: 


5% of 3846 = 384.6 — 2 = 192.3 


During a conference, if you want to know approximately 40 per cent of 
$46,518.16, mentally move the decimal point one place to the left to obtain 
10 per cent. Now multiply the two or three significant digits by 4 to get ap- 


proximately 40 per cent: 
40% of $46,518.16 = $4,651.816 4 = 18,600 (4650 x 4) 


Although the correct answer is $18,607.26, the purpose of the conference 
may be to develop a procedure to handle a situation. Therefore, the knowledge 
that we are talking about approximately $18,000 and not $1,800 or $180,000 
is usually sufficient. Don’t let the conference be held up by calculating the digits 
that won’t affect the decision. 

To divide by 10 move the decimal point one place to the left: 361 <-10 = 
36.1. To divide by 100, move it two places, and to divide by 1,000, three places. 
This is probably obvious to anyone who has read this far, but how many fail 
to use this principle in, say, converting from pounds to tons, where the division 
is 2,000? For example, to convert 236,415 pounds to tons, how many people 
would have to perform long division of thirteen lines to come out with 118.2075. 
Exaggerated? I remember seeing a cost accountant do exactly this. All the time 
that he was wildly flourishing his pencil, the other two in the group, knowing 
the answer was 118 tons, sat and watched him entranced. Yet the calculation 
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can be done mentally by using the decimal point as a tool and performi 
simultaneous calculations: dividing by 1,000 and by 2. For example, 


divided by 1,000 is 236.415. Now divide by the 2, as 236.415 — 24 


118.2075 tons. In a conference to determine what action to take in a si 


tons. 


The Art of Approximation 


And that brings us to another kind of facility with numbers that we ap 
countants should have, something we might call “approximation” for want of 4 
better name. It is the method of obtaining an answer which is approximately tom 
rect. This is difficult for accountants who, by training and possibly by tempenm 
ment, prefer to obtain answers correct to the last decimal place. The fact that 
trial balances must balance and all records must be accurate requites account 
ants to be precise in all figures used but, in discussions, conferences and meet- 
ings, try to get away from the detailed accuracy which distracts from the seal 
purpose of the meeting. For instance, the president of a company wants ® 
know the sales of the month just ended. The accountant labors over his records 
and several days or weeks later dashes into the president's office with the fig- 
ure of $3,214,568.17. The president looks at it, nods and says, ‘Three million 
two—that’s good.” He has completely disregarded the last seven digits of the 
number, the part that has taken most of the accountant’s time to grind out! 

Accountants are taking up the idea of “centsless accounting” and also of 
showing financial statement items in thousands, but we have not yet leamed 
to apply the same principle in providing less formal information to others, 
which is our prime purpose. Call it “conversational arithmetic” or “conferential 
arithmetic” and recognize that it is quite different from “bookkeeping arith 
metic” which is used to make accounts and records balance to the penny. In the 
conference described in the opening paragraph of this paper, in which one mem 
ber of the group stated, “It’s about 16 per cent,” the accountant (a poor thitd) 
finally announced, “It’s 16.1735 per cent.” Again, in conferential arithmetic 
what difference does that decimal fraction make in arriving at a solution to the 
problem being discussed? The important point is that the item being discussed 
is about 16 per cent of sales (or production) and not 30 per cent or 5 per cemt 

At a mid-western university an advisory committee from industry, composed 
of executives in the area, meets regularly with administration officials and d& 
partment heads to discuss the development of improvements in industrial enge 
neering curricula in the school of applied arts and sciences. At a meeting about 
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a year ago, it was proposed that approximation or conferential arithmetic be 

not as a course but as an occasional adjunct to various sessions in most of 
the courses. Also proposed was the using of the first five minutes of most 
dasses for mental arithmetic exercises. In those classes in which it has been 
tried, the department head has become enthusiastic about the results. 

Probably one of the best devices to train the accountant in conferential arith- 
metic terms is charting. It is practically impossible to chart $3,213,567.84 or 
16.1735 per cent. Unless there is a narrow range from minimum to maximum 
on the chart scales, the dollar figure will be charted as 3.2 million and the per- 
centage figure as 16.2 per cent or at most 16.17 per cent. In discussing amounts 
or quantities with others, discipline yourself to stop reaching for a pencil or 
adding machine or desk calculator. Instead, select the significant digits of the 
figures under discussion and work with them. 

Remember that “per cent’’ means nothing by itself. A number is always a 
per cent of some other number. That number (the base) is quite important. 
If we state that something increased 20 per cent from one year to the next, 
we mean that the increase is 20 per cent of the older year. Some companies 
express margin of profit as a per cent of cost, while others express it as 2 per 
cent of selling price. Obviously, it is important to know which profit concept 
is being used. Neither is “wrong,” but each concept uses a different “base.” 25 
per cent margin on cost is always 20 per cent margin on selling price; 33 1/3 
per cent margin on cost is always the same as 25 per cent margin on selling 
price. For example: 


$5 selling price minus $4 cost equals $1 profit. 


The profit is both 20 per cent of the selling price (1/5) and 25 per 
cent of the cost (1/4). 


You think this is too elementary, too childish, or too obvious, to even 
discuss? Recently the members of an industrial group in the east met to dis- 
cuss procedures for reporting of scrap. They wanted to develop reports by 
which the various units of the group could compare scrap results without 
revealing production data. They agreed that a scrap percentage for each oper- 
ation would accomplish their purpose. Several members said they expressed 
scrap as a percentage of units into 2n operation. Others preferred to express 
scrap as a percentage of good units ou: of the operation. Aside from the pros 
and cons of these two concepts for the puposes of control, one or two members 
declared that it did not matter to them which base was used for the percentage, 
as long as all members used the same base. The chairman of the group then 
stated to the members who were using units produced as a base: 
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“Suppose 1,000 units are put into an operation and 900 good units ” 


are produced. The percentage of loss or scrap is 10 per cent. But, wy: 


exnressed as you suggest, it would be 11 per cent, or one percent more | 
than the actual waste. To that extent your percentage of loss on that — 


operation would be overstated by one per cent.” f | 


The procedure has not yet been clarified for the group to report. Before the 
meeting adjourned, most of those present agreed that 11 per cent of units out 
is the same as 10 per cent of units in and that they could report either ™ 
but the chairman still has to be convinced. 


Practice Materials 


Learn decimal-fractional equivalents, and use them. With a knowledge ad: 


these, many mental approximations can be made easily and quickly. You should 
know all of the following: 


1/2=.5 


1/3 == .33-1/3 
2/3 = .66-2/3 


1/4=.25 
3/4= .75 


1/5 =.2 
2/3 = 4 
3/3 = 6 


1/8 = .12-1/2 
3/8 = .37-1/2 


5/8 — .62-1/2 
7/8 = .87-1/2 


1/9 = .11-1/9 
2/9 = .22-2/9 
4/9 = 44-4/9 
5/9 = .55-5/9 
7/9 =.77-7/9 
8/9 = .88-8/9 


1/12 = .08-1/3 
5/12 = .412/3 


7/12 == .58-1/3 
11/12 = .91-2/3 
1/13 = .07-9/13 
1/14 = .07-1/7 
1/15 = .06-2/3 
1/16 = .06-1/4 
1/20 = .05 


1/30 = .03-1/3 


4/5= 8 
1/6 = .16-2/3 
5/6 = .83-1/3 


1/10 = .1 

9/10 = 9 

1/11 == .09-1/11 
2/11 = .18-2/11 
3/11 == .27-3/11 
4/11 = .36-4/11 
$/11 = .45-5/11 
6/11 = .54-6/11 
7/11 == .63-7/11 
8/11 = .72-8/11 
9/11 = .81-9/11 
10/11 = .90-10/11 


1/40 = .02-1/2 
1/50 = .02 


1/60 = .01-2/3 
.01-3/7 


1/80 = .01-1/4 


1/7 = .14-2/7 
2/7 = .28-4/7 
3/7 = .42-6/7 
4/7 = .57-1/7 
5/7 =.71-3/7 
6/7 = .85-5/7 


1/70 = 


1/90 = .01-1/9 


Practice calculating the percentage which one large number bears to another, 
for example: $4,315,677.85 : 16,533,482.96 ? First, take the millions alone: 


4 : 16 = 25 per cent, but then consider using the next digit in each number 
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43 : 165. Since 43 is a larger part of 165 than 4 is of 16, call it “more 


25 per cent’’ or “25 or 26 per cent.” If the numbers are: $4,879,236.73 ; 


$16,013, 428.56, call it 50 : 160 or 5 : 16 for approximation. The equivalent 
of 1)16 is 6-Y%4 per cent; thus the equivalent of 5)16 would be 5 time 
6-14%, or 31-14, but, since 48 : 160 is smaller than 50 : 160, call it 30 or 
31 per cent. 

Practice on your own reports. Make your own mental analysis. Calculate ratios 
and percentages mentally. With the following comparative income statement 
for two years, try your own mental ability (Exhibit 1 may be referred to for 
guidance) : 


COMPARATIVE INCOME STATEMENT 

This year Last year 

Net sales $6,681,321 $6,249,124 
Materials consumed 3,019,227 2,913,616 
Manufacturing expense 2,540,456 2,301,962 
Cost of sales 5,559,683 5,215,578 
Manufacturing profit 1,121,638 1,033,546 
Selling expense 341,308 291,387 
Administrative expense 253,666 228,013 


594,974 519,400 
Operating income 526,664 514,146 


The Management Angle 


If you feel that this is “sloppy figure work” and not worthy of accountants— 
and too rediculous for accountants to waste time on—reflect on the number of 
articles written and speeches made on the subject of “selling accounting t 
management” by talking “management language”—whatever that is. If you 
have dutifully followed the trend and have tried to hide your accounting back 
ground by eliminating “technical accounting terms” (most of which are good, 
solid, meaningful, and specific terms) from your speech and your reports, how 
many times have you neutralized all of these efforts by “acting like an ac 
countant” in conference and meetings? 

It isn’t enough to “talk like management.” Be consistent—think like manage 
ment and improve your ability in conferential arithmetic. 
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Financial Forecasting for the Bank 
and for Management 


by CUTHBERT N. HAYHURST 


ANY WILL SAY THAT THEIR BUSINESSES are doing very well under present 

economic conditions. They have not suffered during the current period 

of recession and see no need for alarm in the future. So why forecast? Very 

fortunate is the person who can (or the business which can) go ahead with 

this thought in mind. However, never setting one's self, or one’s company for 

the future is dangerous. If all you have to do in business is to stand and watch 
the world go by, it sure will. 

Continuous forecasting by large and small business brings forward many 
problems which could well develop in the succeeding months or years. Cer- 
tainly, without it we have some idea that changes will occur which may affect 
our own plant. But what effect will these changes have on our sales, cost, cash 
position, plant and property, inventories, ability to meet supplier's payment 
dates, personnel, community? It is my opinion that the accountant should inform 
his company what the forward changes in the market, economic cycle, products, 
financing plans and other changes will mean to us in terms of effect upon the 
company. The accepted way to do this is through the complete financial fore- 
cast. By “complete,” I mean not merely a lot of figures, but complete with re- 
spect to comments which highlight important points of the forecast future for 
the company. 


The Nature of Forecasting — for Management and Credit Needs — 


We may be aware that our own particular corporation will face an expansion 
program or perhaps, today, a contraction or withdrawal program. How to 
effect it is for management to decide. What will it cost? How much profit or 
loss can we expect? How much will it tie up existing cash in the bank? What 
will it do to our assets? How many people will be added or laid off? What 
are the prospects for floating or paying loans? That is for the budget and fi- 
nancial forecast departments to ascertain. Once these plans for expansion or 





CUTHBERT N. HAYHURST, Toledo Chapter, 1944, is Supervisor of Forecasts and Budgets, 
Willys Motors, Inc., Toledo, Ohio, automotive manufacturer of Jeeps. Mr. Hayhurst, a 
previous contributor to the Bulletin, is a graduate of Ohio State University, and presently 
serves as President of Toledo Chapter. 
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contraction have been set in the framework of a true outlook into the 

via projected operating statements and accompanying financial position 
cash projections, then management will be in a position to decide : 
they are logical and sound and are for the benefit of the business. Mind ym 
this will not be the last you will hear of the forecast. Conditions may change 
rapidly and a request for an amended or complete new review of the X 
will be forthcoming. Thus, those at the top who must be on the alert for th ? 
successful operation of the business are kept informed with digested past f 
and near future developments set down in dollar analyses. 


The foregoing comments as to the value of financial forecasting as a tool 
of management have been general in their aspect. We need to go furans 7 
mF 


of us have spent needless hours in projecting detailed future financial 

by correlating anticipated sales and costs with the anticipated balance sheet P 
a forecast of cash revenues and expenditures for a given period. Let us, then 

deviate from detailed account by account projections and arrive at the same 

answer via shortcut methods which are sound in theory and practice. We Gn” 
construct a banker's form forecast. It is an honorable fact that many of our 


businesses rely on capital supplied by America’s financial institutions to cary 
out or support financial objectives during a period of temporary crisis or future 


development and expansion in their competitive field. For instance, how an 
we support our desire to go forward in the eyes of potential creditors? Past 
experience patterns are helpful in determining a basis for additional capital. 
However, future plans must be given in terms of potential income, the applice 
tion of this income to the repayment of obligations, additional working capital, 
fixed assets and investments, and stockholder’s dividends. Or perhaps we ait 
in a defensive situation. Assume that we already owe large sums, as classified 
on the balance sheet under long-term obligations, and our company is facing 
a definite retrenching program during economic business slumps. We definitely 
desire to remain in the business, as our competitors do. We certainly wish t 
forestall foreclosure or liquidation of assets necessary to the continued opers 
tion of the business on a reduced scale. 

We shall now devote some time to the aforementioned tool of top manage 
ment. Here is where the forecast comes in. It is an honest, comprehensive survey 
of the business, based on all known historical facts plus management's plans 
for the future. Naturally, we, as accountants, think in terms of manhours, mi 
chine hours, capacity, efficiency, raw materials, related indirect material, labor, 
overhead, variables, non-variables, profits, losses. We work with these items 


daily. The conversion of these factors into a complete financial forecast pack 
age in terms of dollars will not only satisfy management that its plans ae ~ 
N.A.A. BULLETIN” 
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financially sound but will aid the potential or present creditor to evaluate the 
financial position logically. 


Assumptions Basic to the Forecast 


For the presentation of a financial forecast in a condensed form, we will 
briefly review the operations of Any Company, U. S. A. This is a hypothetical 
company which manufactures products for three markets—domestic, export 
and government. In addition to the prime products, this company also produces 
spare parts and miscellaneous commercial products. Each year the company 
is required to submit a three-year forecast of operations to the Citizens Bank, 
holders of nineteen million dollar debenture bonds issued in 1956. In order 
to satisfy management's request for performance reports, the forecast is pre- 
pared on a monthly basis for 1959, and on a quarterly basis for 1960 and 1961. 

Being in a highly competitive field, the company undertook to expand 
its manufacturing operations in foreign countries during 1956. It has provided 
management, engineering and other technical services, tools, and machinery 
and equipment as its portion of the agreements with foreign countries. In return 
for its investment, Any Company shares in the ownership with foreign investors, 
is entitled to dividends on profits plus royalties on units and parts produced in 
the foreign markets under the license agreements. Any Company also sells pre 
duction material to such foreign manufacturers. The company anticipates that 
during 1959 it will invest at cost an additional $3,550,000 for new facilities 
plus $400,000 of its own facilities and will receive cash in the amount of 
$1,200,000 as partial reimbursement under its foreign investment program. 

Until such time as the foreign manufacturing operations can reduce their 
indebtedness to foreign mortgage holders, Any Company each year sets aside 
non-funded profits in the form of a “contingency reserve” or “provision, for 
possible future losses in investments and related guarantees.” During 1959 
this will amount to $2,300,000. This sum is approximately 25 per cent of 
foreign companies’ indebtedness to foreign banks for the purchase of import 
taw materials from Any Company. Such provision is not deductible for income 
tax purposes. 

Top management has approved the build-and-ship schedule of 145,000 units 
for 1959. This is 15,000 units more than 1958, but is reasonable in view of 
current trends as indicated by thorough market analyses. Sales will amount to 
$184,000,000 and net profit after taxes is projected to be $7,150,000. Com- 
plete profit and loss detail has been prepared to substantiate sales, costs and 
profits by market and product. The management-approved manufacturing and 
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commercial expense budgets for 1959 are incorporated in the projected ak 3 
and loss. The company employs a standard cost system and the forec 
provided material, labor and burden variances to cover anticipated cost inentages 
and normal variances arising from mew product introduction. Net income figm 
dividends and royalties is estimated to be $1,520,000. Interest cost on the 
Citizens Bank debentures and other obligations will amount to $802,000, 
Provisions for income taxes in the amount of $7,800,000 or approximately 45 
per cent of taxable income is provided in the profit and loss calculation, = 
payments made quarterly on an estimated basis. 

Other assumptions and management policies which were included in te . 
1959 forecast statements follow: 

1. The bank required that Any Company submit its forecast by De- 
cember 15, 1958. Therefore, actual operations through October - 
1958 plus projected November and December 1958 operations. 
were employed in arriving at the pro-forma balance sheet as of 
December 31, 1958, which is the starting point for the three-year 
projection. 

2. The company anticipates that during 1959 it will authorize the 
expenditure of $6,947,000 for new machinery, equipment and tool- 
ing under the capital projects program covering new product lines 
and expansion of existing product lines. 




















































ANT COMPANT, U.S.A. 
PROFORMA STATEMENT OF EARNINGS —1959 ( M$ ) 

Profit from operations before 
interest, depreciation, 
amortisation, provisiens for 
contingencies & income taxes $ 1,789 $ 1,473 $ 21,825 
Provision fer contingencies (180) (180) ~ (2,300° 
Provision for income taxes (613) (496) 3 (7,800) 
Other income, dividends and 3 
royalties - net 7 67 a ~_ 1403 
Profit before interest, depre- i 
ciation and amortisation 1,003 864 13,127 
Less: Depreciation and q 

Amortization 424 493 E _ Sls 
Profit before interest expense 579 41 : 7,952 
Less: Interest expense 76 66 __ 2 

Net Profit $ 503 $ 35 $ 7,150 

= =—=—_=— ———__ 
Parenthesis indicates red figure 
EXHIBIT 1 
N.A.A. BULLETIN 
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in the balance sheet. 


5. Debenture bonds will be retired under the terms of the trust in- 
denture at the rate of $2,000,000 each January 2. Interest on them 


is accrued monthly and paid quarterly. 


. Dividends in the amount of $1,350,000 are anticipated to be au- 
thorized January 20, 1959 and paid January 31. 
4. The company will continue its fast financing program with banks 
for the collection of receivables from certain domestic and export 
customers. Short-term notes payable are provided for this program 











ANY COMPANY, U.S.A. 
PROFORMA BALANCE SHEET ~—1959 ( M$ ) 














1958 
Dec, 31 195: 
oot Pro-Form, jan, 3) Fas Dec, 31 
at $ 5,715 $ 3,400 $ 6,120 $ 5,730 
Accounts receivable - net 14,300 13,620 11,150 13,200 
Inventories - net 21,390 20,500 20,591 23,600 
Prepaid expenses 875 
Total Current Assets 3 “E736 
oreign investments 4,150 4,300 4,400 . 4,800 
Miscellaneous lease deposits, etc, -- 400 430 4 7 tH 
Total Other Assets 4,550 4,730 e 
oe 
Property, Plant & Equipment - Net 19,650 19,035 19,990 © 21,010 
Total Assets $56,305 $62,975 $63,546 " $69,435 
p = ——_  _. = 
bi i , 
smpfen eg Se ties = 
t portion of long term debt 4 
Citizens Bank~ Debentures $ 2,000 $ 2,000 $2,000 ° $ 2,000 
Installment mortgages 1s0 125 12s —” 125 
Short term notes payable 1,700 1,100 1,400 * 1,500 
Accounts payable & accrued exp. 13,900 14,936 14,258 ° 13,075 
Accrued income tax liability 1,450 613 1,l90ClC™ 1,950 
Interest payable 3 
Total Current Liabilities eet 
Tera Debt me : 
lang frat Bank- Debenture bonds 15,000 13,000 13,000 © 13,000 
Installment Mortgages — other 1,050 900 900 
Sub-total 6,050 2900 ,900 > »900 
Less: Installments due in one yr.: sad 
Citisens Bank- Debentures 2,000 2,000 2,000 oat 2,000 
Installment mortgages 150 si 
Total Long Term Debt 900 wi ma 7 
Steckholder's Equity oe 
Capital Stock -<common. N.P.V. 9,600 9,600 9,600 9,600 
Operating surplus 18,510 22,230 22,230 22,230 
Net Profit year to date =m + 
Total Stockholder's Equity 
Total Liabilities & Equite $66,305 $62,975 $63,546 $69,435 
Net Working Capital $22,880 $19,553 $29,693 $24,578 
EXHIBIT 2 
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ANY COMPANY, U.S.A. 
CASH PROJECTIDN —1959 (M$ ) 
Cash Receipts January February 
Profit before interest, depreciation = 
and Amortization $ 1,003 $ 864 $13,122 | 
Provision for contingencies 180 180 2,30 | 
Provision for income taxes 613 496 7,800 | 
Recovery on investments & other assets: 
Foreign investments 2 1,200 
Miscellaneous 25 be 160 
Book value of property sold 5 32 = LR 
A 
Total Cash Receipts 1,801 1,597 ns —24,599 
°o 
Cash Requirements * 
x 
Principal payments on mortgages & borrowings: * 
Citizens Bank — Debenture bonds 2,000 a 2,000 
Mortgages 150 ° 150 
= 
Interest payments: 
Citizens Bank - Debenture bonds w 687 
Other 8 8 e 14 
oa 
Acquisition of mchinery & equipment 204 « 1,747 
© 
Acquisition of tooling 400 600 > 5,200 
te 
Increased (decreased) working capital req. (1,806) (2,026) ° 2,155 
—s 
Investment in non-current assets: ec 
Foreign investments 330 280 ao 3,750 
Miscellaneous 30 15 av 135 
Dividend payments 1,350 1,350 
Income tax payments 1,450 —L3e 
Total cash requirements 4,116 (1,123) 24,584 
Cash increase (decrease) (2,315) 2,720 15 
Cash on hand — beginning of period pe | __3,400 SS 
Cash on hand ~ end of period $ 3,400 $ 6,120 $3,738 
EXHIBIT 3 


Banker's Form Forecast Quickly Reveals Forward Planning 

Exhibits 1 through 5, prefaced by forecast comments and assumptions, make 
up the complete forecast that the treasurer or controller will submit to the 
Citizens Bank. Top management generally requires a detailed profit and loss 
statement by products and markets for its own study. Supporting summaries 
of the expansion and investment programs and other statistics in the form of 
figures, charts and ratios will be likely to be required. These five exhibits very 
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dearly highlight the specific plans of Any Company for the future periods. The 
profit and loss, cash and working capital schedules ear-mark the source of profits 
sad their application back into the business and to stockholders in the form of 


Ls dividends. It will be noted that Any Company is using the short form or bank- 
3,127 er’'s form of financial forecast presentation in order to point out specific plans, 
2,300 policies and assumptions requested by the bank. Shown on the attached schedules 
7,800 are such specific items as: 

1. Provision for contingencies, provision for income taxes, other in- 
1,200 come and dividends and royalties accrued as income, depreciation 
= and amortization of fixed assets and tools, interest expense. 
st 2. The important balance sheet accounts. 
4,599 3. Payments of principal and interest on obligations, recovery on 


and investment in non-current assets, acquistion of fixed assets 
and tooling, dividend payments, income tax payments. 
4. Reclassification of long-term indebtedness to short-term indebted- 
t,000 
150 ness. 


"Exhibit 4 is included only as a proof worksheet for the cash disbursement 
































pee! item shown on Exhibit 3 under the caption “increased (decreased) working 
L, 747 WORKSHEET FOR CASH PRO 
JECTION -( M$ ) 
200 
Reference Total 
155 Exhibit. = January February 1959 Year 
Increased (decreased ) 
750 working capital 5 $(3,32¢) $ 140 $ 1,690 
im Reclassification long term to 
350 short term debt 5 2,125 2,125 
300 (Payments) on short term debt 3 (2,150) 2 (2,150) 
cs 
584 Cash (increase) decrease 3 2,315 (2,720) * (is) 
s Interest (payments ) 3 (8) (8) 3 (797) 
oe . 
715 Interest accruals 1 76 66 2 802 
Pu. Income tax (payments ) 3 (1,450) z (7,300) 
— Income tax accruals L 613 496 F 7,800 
Dividend (payments ) 3 (2,350) $ (2,350) 
Dividend accruals Surplus 1,359 2 1,350 
make Increased (decreased) working 
© the capital required 3 $(1,806) $(2,026) $ 2,155 
———— i. SSS 
d loss a 
: t This schedule does not become a part of the.final forecast presentation. 
maries It is shown here to prove the line item under cash disbursements on Exhibit 3. 
rm of 
s very EXHIBIT 4 
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ANY COMPANY, U.S.A. By 
PROJECTED WORKING CAPITAL —1959 (M$ ) 
January = February Total Year 
Net Profit from Profit & Loss Statement $ 503 $ 395 $ 7,150 
Additions ; 
Depreciation of Fixed Assets 250 250 
Amortization of Tooling 174 1s3 har 
Provision for Contingencies 180 180 2,300 
Recovery on Investments & Other Assets: 
Foreign Investments - - > 1,200 
Miscellaneous - 2s 3 160 
Book Value of Property Sold 32 $ 
Total Additions to Working Capital 1,035 - a= 
Reiection E 
Reduction of Long Term Debt: 
Citizens Bank - Debenture Bonds 2,000 - + 2,000 
Installment Mortgages 125 - as 
Acquisition of Machinery & Equipment 204 - 1,747 
Acquisition of Tooling 400 600 5,200 
Investment in Non-Current Assets! , 
Foreign Investments 330 280 2 3,750 
Miscellaneous 30 15 4 13s 
Dividends Paid 1 - re, 
Total Deductions from Working Capita! 895 
Working Capital Increase (Decrease) (3,327) 140 1,690 
Working Capital Beginning of Period 22,880 19,553 
Working Capital - End of Period $19,553 $19 ,693 $ 24,570 
=—_—— SS —=—__ 
EXHIBIT 5 


capital required.” Further proof of this disbursement item can be found by 
summarizing differences between beginning and ending working capital accounts 
other than cash, short term debt, interest, income tax and provision for divi- 
dends. The profit and loss statement shown as Exhibit 6 may or may not be te 
quired in the forecast presentation, but is a must for internal review and per- 
formance comparisons. 

Upon the acceptance of the 1959-60-61 financial forecast by the Citizens 
Bank, this plan will be employed by the treasurer or controller of Any Company 
for comparative analysis purposes in its monthly, quarterly and annual financial 
statements. Current operations and activity compared with the banker's form 
forecast quickly reveal the improvements or pitfalls of management's plans for 
1959. Radical changes from the forecast will be highlighted in the comments 
which are a part of the monthly accounting vs. forecast financial statements. 


Objective — Simplification of Past and Future 

I wish to stress that the financial forecaster is not the “Wizard of Oz," a 
crystal ball gazer or a member of the “Royal Order of the Asterdome.” He is 
a fellow who puts the plan selected by management (product program, ex- 
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ANY COMPANY, U.S.A. 
PROJECTED STATEMENT OF PROFIT & LOSS —1959 (™ ) 
February Total Year 
27 8,680 7,460 106 ,650 
Export 2,320 2,140 33,350 
Government 
Total Sales Units eR] 
Net Sale: 
as = Product $12,470 $10,580 $154,650 
Parts & Accessories 2,120 1,850 27,140 
Commercial & Other 
Total Net Sales a 
7 
_ 
Cost of Sales at Standard 11,990 10,180 sat 148,400 
Variances __ 160 = 3 
Total 10,340 Y 3 
Gross Profit oak Sate ” reer 
Per Cent to Net Sales 7. 7.5% L: d 
Commercial ats & 
Selling & Advertising 690 665 oe 8,715 
Engineering 180 160 . 1,995 
General & Administrative 3 rd 3 
Total 4180 = 4 
Operating Profit 1,3 1,079 “ 6 
Percent to Net Sales eo 8. be 9. 
Other Tencons * 
Dividends & Royalties Earned 25 70 . 1,520 
Other Expense & 
Interest 76 66 ® 802 
Provision for Contingencies 180 180 “ 2,300 
Miscellaneous 18 a. 
Total 274 249 — 
Net Profit before Income Tax Provision 1,16 891 14,950 
Per Cent to Net Sales 7.6% 7.1% 8.2% 
Provision for Income Taxes 613 496 7,800 
Net Profit i 503 $__395 $ 7,150 
Per Cent to Net Sales 3.4% 3.% 3.9% 








EXHIBIT 6 
pansion or contraction program and the like) down in dollars for manage- 
ment approval. This program has been developed by management as balancing 
considerations of supply and demand for the product, plant capacity, material 
and labor availability, engineering ingenuity and adaptability to current or new 
methods of manufacture. On this basis the forecaster embodies all of today’s 
known facts and management policies which will prevail during the period of 
the forecast. He must rely on others for concrete and reliable information which 
will guide him in his work. Sales management knows better than anyone else 
what might happen in the domestic, export and government marketing fields. 
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It can lend assistance in the preparation of operating statements for sales 
lets owned by the company. The purchasing agent is well aware of m 
costs and should be confided in to ascertain what market-purchasing co 


might be during the period. His sound advise regarding anticipetall PR 
changes, material difficulties, penalties, etc. should be considered by the fore: — 
caster. Likewise, the cost, billing, credit, general accounting, manufacturing, ; 


budgeting, engineering, market research, tax and other essential departments 
play an important part in the composition of a financial forecast, whether de 
tailed or in the banker's form. 

In case of doubt, it is important that the forecaster clear the question, the 
cost, the policy, the procedure with his immediate superiors before going ahead 
and completing his assignment. Such all-out communication and cooperation 
between the forecasting staff and fellow workers will save much time and pro- 
vide approved information for the finished report. 





The Accounting Manual and Us 
by EDWARD J. O'CONNOR 


OOD IDEAS NEVER DIE—THEY JUST GET PLACED IN THE FILES. We reached into the 
files of the NAA “Bulletin” and came up with the February, 1957, issue containing 

an article by Mr. W. G. Cole entitled “An Introduction to Administering the 
Manual.” Armed with Mr. Cole’s assurance that a worthwhile job could be performed 
and with his write-up as a “blueprint,” we were encouraged to tackle it with new hope. 

We decided to rebuild our manual from the ground up, rather than rely on occasional 
revision and temporary patching up methods. We started by following Mr. Cole's rec 
ommendation that the work of rebuilding be spread to several persons as a pazi-tirae duty. 
Each unit head in the field accounting department was called on to study and re-write 
certain sections under the guidance of the sectional supervisor. 

Continuing to follow the “blueprint” and, in fact, enlarging on the original plans to 
some extent, we established detailed sets of files for each unit head, with a skeleton control 
file for the section supervisor. These files were used at first to organize all our material 
at hand, by subject matter and proposed new manual sections. With the new manual 
completed, these files are now used on a permanent basis for keeping manual revisions 
material on a ready reference basis and to provide the necessary subject matter for the 
scheduled, periodic manual revisions. 

This procedure is being continued on a permanent basis to keep the new manual current. 
For example, the unit head responsible for control of field cash, bank accounts and expense 
budgets re-writes and maintains those sections of the manual. The same pattern is followed 
to up-date procedures on stock movements, inventories, warehousing and other functions 
assigned to unit heads. 

Assignment of these responsibilities has not only greatly accelerated the completion 
of the rebuilding job on our new manual but appears likely to be a permanent solution 
to our former problem of delayed manual instructions. Our source material for usual 
manual changes and revisions comes from procedure bulletins and general releases issued 
by the home office. Formerly, copies of these releases went to the sectional supervisor who 
was supposed to handle all manual revisions. Following Mr. Cole’s recommendations 
for setting up files by subjects, we now have well-organized material, in addition to @ 
well-organized, routine procedure to get the job done. 
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Quality Source Data Through 
Factory Auditing on a Statistical Basis 


by E. L. SCHLUETER 


be ACCOUNTANT THINKS OF ACCURACY in terms of the work which he 
himself does. Reports may use the greatest refinements in accounting 
technique but they fail their purpose if the originating documents are in- 
accurate or incomplete. It is obviously irrational to strive for minute accuracy 
in the analysis of data if the source material is relatively inaccurate. The final 
report is only as accurate as the source documents. 

Control of source data is relatively simple in a small shop. The accountant 
knows when and where operation difficulties may develop, simply because of 
the coziness of the entire operation. 

The problem of source document accuracy increases when the factory begins 
to grow. It is then that this pulse of factory activity becomes fainter and fainter. 
Liaison becomes difficult. Someone other than accounting representatives are 
responsible for the accuracy of the original documents. Even worse, acceptance 
of these documents at face value becomes the rule. Without too much exaggera- 
tion, we can say that, when the first organization chart appears, it is time to 
worry about the accuracy of source material. Worry should promote action. As 
a case illustration, a history of developments in establishing and maintaining 
process control of source document accuracy within one of the divisions of 
Minneapolis-Honeywell Regulator Company is given in these pages. 


Practices and Source Data Control Problems 


In the “old days,” timekeepers were the only direct contact our accounting 
department had with the factory day-to-day activity. Theirs was a dual re- 
sponsibility of accounting for all the labor hours under factory supervision and 
of counting or controlling the units produced. Accounting management then 
took over and had the responsibility for correctly reporting both the productivity 
of labor and the addition of labor to inventory. Accounting management was there- 
fore interested in the methods, procedures and results of the timekeeping 
function. 

However, timekeepers were under a different tent. They were hourly paid 
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factory employees reporting to factory supervision. Their principal a: 
were to count and record the parts produced, to apply account 





indirect labor and to cross-check individual labor ticket hours with the en 


ployees’ attendance record. Any accounting function was a by-product of a fac. 
tory production control. The mailing of weekly labor proficiency reports and the 
personal delivery of a carbon copy of the departmental expense reports ' 
departmental foremen and factory management staff completed the liaison 
tween the factory and the accounting departments. 

In 1954, a “planning for profits” program was instituted (as described in 
A. L. Rudell’s article, “Planned Profits For The Factory” published in the 
March 1955 N.A.A. Bulletin and “Escaping From A Profit Squeeze,” Business 
Week, February 19, 1955). The concept of factory sales, with planned profits 
at the factory level was introduced, along with the more usual “estimated-and. 
actual” approach. The new reports to factory management which resulted were 
no longer just—or even principally—convenient by-products of accounting 
records. They were tailored strictly as working tools for factory control and, 
to meet the new requirement of speed, were determined basically from soune 
documents. Weekly budget meetings began with factory supervision and a 
counting representatives both in attendance. The accounting representatives, 
called “factory reporters,” worked with the factory people to provide inter 
communication. 

We now had an excellent flow of information between the factory and ae 
counting departments but no real control over the source data used in the flow. 
The only control present was what the timekeeper function provided and a visual 
audit while hand-processing the data within the accounting department. With- 
out accounting control of source documents in the factory and a tight budget 
control on foremen, the possibility existed that the source documents might be 
“adjusted” to improve the record. The result might actually be poorer infor- 
mation, in that it might be less accurate than before a “planning for profits” 
program was gotten under way. 

This situation was accentuated by a step forward in ticket processing. The 
tickets were converted to punched card processing. Data on the original labor 
ticket was processed and reports made entirely by tabulating machine. Audit 
methods, like the visual matching of the operation number written on the labor 
ticket against the methods layout, were no longer feasible. For example, a nom 
existent part number could no longer be corrected by a clerk’s personal knowl 
edge or by visual checks. At best, this circumstance resulted in a rejection by 
the tabulating machine and subsequent hand correction of the “‘reject”’ list, both 
very time-consuming. 
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The Remedy: Factory Auditing 


It became clear that, just as the acceptability of a factory-produced typewriter 
or outboard motor is controlled by in-process inspection, so must the quality 
of source documents be controlled by some form of inspection. A program of 
factory auditing was adopted with two major objectives. 


1. To establish a process control of all factory source documents. 
2. To maintain this control through a representative of the accounting 
department. 

This endeavor drew another parallel between the “paper-work factory” and 
its industry counterpart. The factory timekeeper became obsolete for account- 
ing control. Into the void stepped the factory auditor. His function is to eval- 
uate the accuracy of the paper work which affects accounting results but origi- 
nates in the factory. Specific duties of the factory auditor were laid down: 


Verify the count of parts produced. 
Audit all labor tickets. 
Determine by audit that manufacturing layouts used are up to date. 


Audit production planning crib-board counts of parts run versus 
labor ticket counts of parts run. 

Audit purchase requistions. 

Audit perpetual inventory transfers. 

Audit rejection move orders (scrap and salvage). 

Prepare daily summary of findings. 

Serve as source of information on all cost accounting reports deal- 
ing with the operating department to which the auditor is assigned. 
10. Aid in corrective action when requested to by the foremen. 


> Ww Ne 


POPnny 


The normal check by the factory auditor is a random sample, established 
by the statistical quality control experts. When the sampling indicates an un- 
acceptable error ratio, a larger sample or even a 100 per cent inspection of 
source documents may be made for a limited period. Corrective action is ac- 
complished through the departmental foremen retraining the operators who ate 
making out the documents. Foremen may sometimes request the factory auditor 
to aid in this re-education. However, the program is not a device for simply 
correcting errors. It is broader than that. Errors are corrected in stride, of course, 
but the really basic idea is the training of new factory workers, (and the re- 
training of old ones) in the correct organization of paper work. 

Our first step in the installation of the data control plan was in “selling” 
the program to factory supervision. Agreement with the foremen to carry out 
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their part of the program was an absolute necessity. The foremen’s past 
program is to insist that all of their employees follow issued instruction 
filling out the source documents, even if the data should happen to reflect 
unfavorable picture. 





The audit function, as outlined, does not guarantee quality. This is be 5 


cause it is an audit function, not a true inspection function. Samples are § 
necessarily drawn from all originated documents. For example, the 
auditor does not count a part of each lot of piece parts produced. With wall 
spection, every lot of material has a sample drawn from it. The factory auditor 
takes very small samples which are used to reflect the general quality picture. 
Also, he has no power of rejection. The quality of originating documents will 
improve only if action is taken as a result of the picture reflected. It is essen 
tial that the accounting group have the complete cooperation and understanding 
of factory supervision. It is through the latter that the corrective action must 
originate. 


Disappearance of the Timekeeper's Function 


Several changes were made to make it possible to obsolete the old timekeep- 
ing function. 


1. The cross-check of individual labor ticket hours with the em- 
ployee’s attendance record became a machine accounting function. 


2. The payroll department assumed the responsibility for the applica- 
tion of account numbers to indirect labor. 
3. The dropping of the 100% verification of part counts. 


4. The factory auditor assumed an audit function of production 
counts. 


These changes allowed the release to more productive jobs of the factory 
timekeepers in all areas excepting those where machine counts of parts were 
not applied to labor tickets by the employee. In these areas, either hand or 
scale counting of parts was the only way to get a count. It was felt, however, that 
all parts leaving the production area should get a count at one point. This 
point should be as near the completion of the part as possible. In our factory, 
this point is in the metal finish department. Counting by hand or scale was 
required in this area, and the one hundred per cent final count requirement 
could be accomplished here with no additional workload. Our factory auditors 
were chosen from among the timekeepers released to other jobs. These men were 
transferred from the factory to the accounting department and trained to have 
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a working knowledge of the originating documents and their effect on accounting 
records. 


Conduct of the Audit Function 


Part counts are audited by a sample of a few selected quantities in the final 
area at the start and end of each shift and at two other specified random times 
daily. A series of random start numbers from one to five is furnished the audi- 
tor. One random start number is used each time the final area is sampled. 
Numbering off of the lots should be by any definite pattern. A lot is defined 
as one of more containers of identical parts grouped together and have one 
identification ticket. (The identification ticket must show numbers of containers 
in the lot.) The auditor starts numbering lots until the random start number is 
reached. This lot is to be counted. Every tenth lot after the first selected lot is 
also counted. The auditor’s count of these selected lots is compared with the 
operator's count (Exhibit 1). The results of this comparison are posted to 
daily audit reports. 





AUDIT OF COUNTS IN THE OUTGOING AREA 


PRESENT 











EXHIBIT 1 


Labor tickets provide the basis for operator, group, department and plant 
performance measurements, the distribution of labor costs and the standard 
inventory additions. In our company, the labor ticket is on a tabulating card, 
pre-punched with the employee’s number, group, department and shift. The 
operator records start and stop time of each operation, also indicating the part 
number and quantity produced. This information is transferred from method 
layouts which cover operations necessary to manufacture or assemble a part 
or device. Standard costs are established and revised on the basis of these lay- 
outs. For inventory input and output to be the same, the operator must both 
correctly record and be using the same layout issue as the cost department. If 
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the operator is performing other than production labor, the indirect labor 
dassification and start-stop time is entered. 

Labor tickets and layouts are sampled once in the morning and once in the 
afternoon, at a different time each day. All labor tickets on work currently per- 
formed soust have a chance to be selected in the sample. Each labor ticket is 
a Jot in this case. A series of random numbers between one and ten is given 
the auditor (Exhibit 2). The auditor may start at any point on the floor but 
must then proceed in a logical fashion until the entire floor has been covered. 
The auditor checks that the operator is performing the work indicated on the 
labor ticket, that he has originated a labor ticket, and also that the current manu- 
facturing layout is available on the job. Audit detail is posted to the daily audit 
reports illustrated in Exhibit 3. 

Audit of production planning counts uses a similar type of sampling and 
is made up to ensure that the count put on the labor ticket by the operator 
matches the count he puts on the production control card. The audit of source 
documents used in moving material, such as material requistions, inventory trans- 
fers and rejection move orders is also done by the same type of sample method. 
Here the sample is a specified random day of the week. 

In addition to checking for accuracy and completeness of source documents, 
an audit is made to verify that all paper work due in the cost department is 
actually received. This is accomplished by the auditor plainly marking with an 
“X” on the reverse side of the sampled forms when they are still in the factory. 
These marked forms are recorded in the factory for identification and are later 
checked off as they are received in the cost department. This procedure will not 
only allow for a measure of the receipt of the documents but will also pin- 
point possible lag time in their processing. 


a) 
\ 
} 





Immediate Improvement in Accuracy of Data 


Incorrect reporting was found immediately after the audit function began 
| to operate, usually the result of misunderstanding by the factory operator. While 
the effect on cost distribution was evident, errors in inventory accounting tended 
to off-set each other. However, this incorrect reporting might have become large 
enough at any.time to affect inventory reconciliation also. It had not in the past 
but it could in the future. 


The following examples of errors were found: 


1. In one area labor that should have been charged to standard labor 
was being charged to regular experimental labor. The effect was 
to include these costs in burden rather than in direct labor. 
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. In another case, a large quantity of lead-wire were being aut” 
daily by a setup operator instead of by a direct labor operator. If © 
the charges had not been corrected, the yearly input to standard in 
ventory would have been understated by over $25,000, with unab _ Pe 
sorbed burden overstated. ae 

. The re-assembly of salvaged items was being charged to direct ~ 
labor without previously accounting for the tear-down. This was Xs 
occurring often enough to make a “crash’’ program for corrective 4 
action on salvage labor necessary. 

. Transfers of parts and assemblies from production to nonproduc- 
tion or indirect departments were not all being accomplished with 


proper paper work. 


5. Some indirect accounts were being misused. 


‘ G 


6. Scrap processing was being unduly delayed. 


Factory auditor's check on labor tickets on the factory department floor indi 
cated a decrease in errors found from 22 per cent to 9 per cent in the fit 
four months of factory audit activity. Errors discovered in the payroll depart 
ment were reduced by over 70 per cent. Included in the above figures are & 
rors of any type and magnitude that affected accounting records. There was 
some concern over the sampling technique used in counting parts in one of the 
departments after the removal of timekeepers who had been counting parts on 
a 100 per cent basis. The factory auditors took a one-day 100 per cent check 
on all parts leaving this department. The errors found in this check agreed very 
closely in number and size with the reported results of the sample audit. 

The program has been in full force for a year. Training of the factory andi- 
tors has continued, with a scheduled weekly hour and a half discussion and 
training period. This keeps the group informed and thinking uniformly. The 
scope of factory auditor activity has been expanded from time to time and se 
vised with changing conditions. We believe it has given us our desired control 
of factory source documents and, further, that it will allow the flow of these 
documents direct from originating source to electronic computation. These were 
our objectives. 
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Considerations in Equipping 
the Accountant's Office 
by LEWIS BAGALOFF* 


CCOUNTANTS RIGHTLY EXPECT 

their partners on the management 
team to scrutinize all factors when 
considering significant expenditures of 
funds. For his part, the accountant 
should give the same close considera- 
tion to every factor when he is de- 
ciding upon the purchase of his equip- 
ment. His stake in the selection proc- 
ess is not only that of efficiency and 
economy within his immediate re- 
sponsibility area; further than that, he 
should set the example for others to 
follow. 

It is important that careful atten- 
tion be given to equipment selection 
so that the process results in a choice 
best suited for the work to be done. 
There may be many machines which 
will accomplish the same result. How- 
ever, the assumption cannot be made 
that each machine will accomplish the 
result with the same degree of over- 
all efficiency. Therefore, it is neces- 


sary to examine each machine in the 
light of several important factors. I 
think the factors which the account- 


ant should consider in selecting his 
equipment are: 

1. Simplicity of operation: A 
machine that is simple is eas- 
ier to operate, as well as eas- 
ier to maintain. Normally, if 
it is built for a special job, it 

* With Monroe Calculating Machine 

Company 
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is better than one not so built 
and to which gadgets must 
be added to make it possible 
to do a particular job. 


. Speed of operation: The speed 


of a machine is usually em- 
phasized. It is true that, 
in practically all cases, ma- 
chine speed is greater than 
the speed of the operator. 
Therefore, consideration 
should be given to the speed 
ot the input and output 
which may modify the degree 
of importance of speed. 


. Cost of the machine: In pur- 


chasing any equipment, the 
main objective is to get the 
machine that is best suited to 
the purpose. If this objective 
is achieved it will prove the 
most economical. Too often 
a choice of a machine is based 
entirely on cost and other 
important elements are over- 
looked. 


. Portability: The size and 


weight of the machine are 
important factors. It should 
be remembered that, in order 
to schedule the machine for 
different jobs, it may be nec- 
essary to move it from one 
office to another. 


. Flexibility: When the vol- 


ume is sufficient, it pays to use 
highly-specialized equipment. 
Oftentimes, due to the lim- 
ited volume, it is more de- 
sirable to purchase a machine 
that has sufficient flexibility 





so that it may be used on dif- 
ferent types of work. In many 
instances, if this were not pos- 
sible, the purchase of the ma- 
chine could not be justified. 


. Durability: Consideration 
should be given to the esti- 
mated life, as well as to the 
depreciated value. 


. Educating the operator: The 
simplicity of the machine and 
its ease of operation are im- 
portant factors in time and 
cost of training operators. 


. The seller and bis policy: An 
investigation should be made 
to determine whether the 
seller will accept trade-in 
machines, or whether a lease 
or rental plan is available. 
Some machines are rented and 
not sold. In addition, most 
companies follow a policy of 
applying a portion of the 
rental charge towards the pur- 
chase of new equipment. Per- 
haps such a plan would be 
more economical than out- 
right purchase. 


. Service and maintenance: It 
is important to choose equip- 
ment manufactured by com- 
panies which are in position 
to supply necessary repair 
parts and service promptly. 
A check should be made on 
the equipment warranty, since 
companies differ on the pe- 
riod of warranty. Availability 
of maintenance contracts and 
age limitations of the con- 
tract, as well as the coverage 
under the contract, are impor- 
tant factors to be questioned. 


10. Adaptability: It would & 
costly to change an ex 
system. Therefore, consider: 
tion should be given to = 
ease with which a machine 
can be adapted to utilize ag 
existing system. Should @ 
complete change be required, 
then a study must be made of 
the related forms and records” 


so that the desired information 


will be made available. Then, 
too, a complete change would” 
necessitate training all clerical 
personnel affected by the new 
system. While the change 
over of an existing system i 
underway, it may be 

to continue with the old sys 
tem, as well as the new system, 
until the complete change 
over is made. The cost of the 
alternatives should not be 
overlooked. 


. Operating cost: Since ms 
chines vary in their method 
of operation, the cost of op- 
eration will also fluctuate. Un- 
der the category of operating 
costs, the following items 
should not be over-looked: 
supplies, space occupied, spe- 
cial equipment needed, forms, 
repairs, power used, etc. 


I believe these are the most impor 
tant factors to be considered in deter- 
mining what equipment will be pur 
chased. There may be others, such as 
time of delivery or, perhaps, pe 
The important point is that thought be 
given to more than just one or two of 
the more obvious factors. Full consid- 
eration of all factors should guarantee 
the soundest conclusion, resulting in 
the greatest economic return. 
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Planned Management Control — An Application 


by DORRANCE D. HENION 


| ag FROM THE MANY DISTRACTING subordinate issues that have become 
an integral part of business, management's prime job is to produce and 
sell its products and to meet the fundamental administrative needs of the or- 
ganization. To do this the executive group must have control of the basic func- 
tions of the business and insist that they be performed competently and effi- 
ciently. In this discussion, the term “control” is meant to convey the full scope 
of policies and procedures that will enable management to choose its goals, plan 
its course of action, act to achieve its objectives, and evaluate the results. The 
experiences of a good-sized western manufacturing company which undertook 
the formation and application of a management control plan will be related 
to augment the author’s remarks and to illustrate more vividly what constitutes 
control and what steps must be taken to get it. 

Control is a force, rather than an object, and it is a compound of the per- 
sonal capabilities of management and the adequacy of the policies and proce- 
dures that have been designed to regulate the activities that comprise the com- 
pany’s operations. Control begins with the selection of a goal. Its influence is 
exerted toward the achievement of the goal and it perpetuates itself by con- 
stantly generating information that can be used to establish new and improved 
goals. Let it never be said that control is something that one comes upon by 
chance and that it can be set in motion as a governing force in its pure form. 
On the contrary, control must be hewn laboriously from the composition of 
personalities and physical facilities which comprise the elements of a company. 

Control by management does not require the concentrating of all decision- 
making prerogatives into the hands of a single individual or small group. ‘It 
requires, instead, the sagacious division of responsibility and authority among 
capable supervisors and the training of these supervisors to meet satisfactorily 
the obligations placed upon them. It means building a pipe-line into each 
segment of a company and pumping into this line the policies and practices 
which management wishes to have followed. To complete the cycle, another 
pipe-line must be installed which collects the results of actions taken through- 
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out the system and informs management regarding the effect that its poli 
having on the welfare of the company. The laying of the pipe-lines 
dissemination and collection of information through them are the med 
of control. 

Further, in spite of the fact that the word control is often used in a 
sense, it can really only apply to performance as related to a set of stag 
These standards may be well defined and stated, as in the case of a budg 
control system, or they may be rule-of-thumb standards developed by an e 
tive through many years of experience. In any event it is essential that, b 
management can say that it has control of any part of its company’s 
it must admit to the existence of a yardstick by which it can measure the degree 
of control. This reasoning leads to the logical deduction that control is a fune 
tion of the degree of refinement of the standard by which it is measured. | 


A Control Program Is Launched 


This is the conclusion reached recently by the president of a manufacturing 
company on the west coast. Not long ago he called his officers and key exear 
tives together and told them that, starting immediately, they were to combine 
their talents and energies toward the development of a plan for the administration — 
of the company. This plan was to comprehend not only the establishment of the 


broad objectives of the company in terms of sales, productions, and profit but it 
was to include a complete structure of policies and procedures to direct the efforts 
of the whole organization toward the accomplishment of these objectives. The 
phrasing of this announcement was clear and concise and its tone determined. It 
left no doubt in the minds of the recipients that they were to pursue and capture 
a degree of control of the company’s operations that would perpetuate its ab 
ready outstanding growth. 

Why did the president of this successful and progressive company feel com 
pelled to institute such specific action in the direction of control? Certainly 
there was nothing in the history of the company, which had grown from af 
idea to a multi-million dollar corporation in a little over ten years, that would 
suggest any inability on the part of management to manage. Nor was there any 
major deficiency in the company’s current fiscal or production practices that had” 
created an emergency situation. The president simply recognized that the afe— 
fairs of his company had become so complex that he could no longer exert the 
same amount of personal surveillance over the details of its operations that had 
been possible in the early stages of growth. He realized that now there must 
be an integrated system of procedures and methods to sustain the ever-increasing — 
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bulk of the organization and that this system must reach every part of the anat- 
omy of the company much as the circulation network in the human body services 
every single living cell. 

Once the decision to embark upon a formal program for control had been 
issued, a committee of executives dubbed the “task force,” set about charting a 
course of action. The services of a consulting firm were obtained to assist in 
the formulation of the plan. A preliminary study of the principal functions of 
the company was made to provide a common basis for discussion between the 
task force and the consultant. The study and consequent discussions culminated 
in a formal outline of an “operations control program.” The proportions of the 


project appear in Exhibit 1. 


7S COVERAGE OF THE OPERATIONS CONTROL OUTLINE 
1. A definition of the major functions performed by company personnel. 
2. An analysis of the operations comprising each major function. 
3. Established or 1 ibilities for these operations. 
| 








4. Designated f 1 and org: tienal locations at which control 
reports should originate. 





5. Described the general composition of these reports. 

6. Charted the course of the reports from source to last recipient. 

7. Suggested the action to be taken by each organizational level 
after the receipt and perusal of each report. 


Major Function Within the Company _ Job Responsibilities 


President G. 3. Advance engineering 

2. Processing of bid request . Treasurer 4. Product engineering 

3. Receipt and processing of purchase order . Controller” 5. Project engineering 

_ Preparation and issuance of work authorization . Group manager H. Operations 

Preparation and issuance of production order Customer service - Operations director 
Measurement of production or service performance 1, Customer service director - Plant manager 

7. Scope changes 2. Customer service manager . Mig. Dept. --Methods 
Evaluation of job status 3. Contract administrator . e ? --Prod, Control 
Employment analysis F. Estimating . « " «Procurement 

0. Evaluation of deliveries past due 1. Estimating director 

IL. Quality control » Engineering 

2. Expense budget control 1. Engineering director 

3. Unusual problems 2. Engineering admi ing 
Financial statements and ratios . Accounting section 

. Budget section 





1. Anticipation of sales 











EXHIBIT 1 


To document the manner in which the operations in the major functions 
were divided among the organizational responsibilities, charts were constructed. 
There was a chart for each organizational title in thg list in Exhibit 1. Shown 
on the chart under major functional headings was a brief description of each 
operation performed. The appropria‘eness of the location of each operation 
in respect to organizational responsibility was evaluated. 

A second set of charts was prepared using the first set as a reference point. 
These were included as part of the control program outline. Again, there was 
one chart for each organizational title, but these charts presented a recommended 
assignment of operations. Exhibit 2 illustrates the manner in which these charts 
were drawn. Each chart shows the source and contents of data received, the 
function to be performed, what information, if any, is to be developed, and the 
action to be taken to fulfill the functional responsibility placed upon the organi- 
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zitional unit. The numerals that precede the descriptions identify the operations 
with the major functions enumerated in Exhibit 1. 

The outline of the control program made available to the task force a means 
of evaluating the thoroughness with which the essential functions of the com- 
pany were being treated. It showed whether or not each operation was being 
performed by the most suitable organizational unit, it presented an analysis 
of the duties and responsibilities of each segment of the organization, and it 
pointed out deficiencies in the reporting system that would weaken the exercise 
of control. 

The outline of the operations control program, as prepared through the com- 
bined efforts of the task force and the consultant, clearly showed the functional 
and organizational areas that needed strengthening. Steps were then instituted 
to improve these situations and to weave a tight band of control around all 
of the company’s operations. 

The improvement process began by making some shifts in functional respon- 
sibilities. For example, the preparation of estimates for bid purposes had devel- 
oped as a subordinate function of the engineering department. In the position 
the estimators were in a minor organizational role and, consequently, their 
methods had not been given the attention they deserved in consideration of the 
fact that the whole future of the company depended upon its ability to bid 
competitively and profitably. In recognition of the importance of this vital 
function, an estimating department was created and it was placed on the same 
organizational level as other major departments. 





FLOW CHART ENGINEERING ACTIVITIES — MANAGEMENT CONTROL PROGRAM 








TContracts & Pricing or Accounting Dept. | Engineering Director or | Corporete Management 
s | Other Dept. as Shem Customer Services (Tabulating) Engineering Adm. Office | or General Management 





contains potential 
collaberate with 
Eng'g. Director. 





Review product and 
collaborate with other 





members of Mgt. and 
Customer Services. TI 























EXHIBIT 3 
After the rearrangement of functional responsibilities had been completed, 
the procedural aspects of each function were examined to see if better control 
could be obtained by improving methods. This was accomplished by drawing 
a flow chart for each major function aad placing under the organizational units 
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involved the operations performed by each unit. Exhibit 3 illustrates the; 
position of this chart. The action taken at each location and the reports gen 
ated were briefly described. Flow lines showed the sequence of each functig 
step. The forms used in connection with each operation were reviewed 

vised to improve content and presentation. ins 

After the flow chart for a particular function had been completed and gga 
of revised forms drafted, a meeting was called between the heads of the or 
zational units involved, the task force, and the consultant. Each and every 
of the function and its related forms and reports were discussed in this me 
Suggestions and criticisms were recorded and compromises made. If og 
agreement on all procedural points was not reached at the first meeting, addi. 
tional meetings were held until acceptance of a definite pian was obtained. A 
final draft of the flow chart and forms was made incorporating the S 
changes. A meeting was held for the purpose of presenting the accepted plas : 
to the president and his advisors. Any changes emanating from this final review” 
were relayed to all organizational units concerned for appraisal. Differences were 
resolved and an official copy of the flow chart and forms was distributed. One 
major function after another was analyzed in the manner just described, until” 
an official chart and set of forms had been approved for each. 3 

The final step in the development of the control structure was to compli 
series of schedules to regulate the flow of reports. The origin, general content, 
and disposition of all reports were stated on the various functional charts but” 
to assure that the reports would be prepared at the proper time and distributed” 
according to the chart specifications, several schedules were made to summarize 
the sources, time of issuance, and channels of distribution. All the reports 
were listed on a master schedule—first under the titles of the organizational units 
that prepared them and then as related to major functions. From this master | 
schedule, an individual schedule was made for each organizational unit. The 
organizational unit's schedule listed all of the reports that were to be prepared, 
showed the time of frequency of issuance, and the path of distribution. 

At this point in the control program, every tangible element of the control 
structure had been examined and strengthened wherever weaknesses were ap — 
parent. Reports had been revised to provide information required by all levels 
of management. During the discussions with the representatives of the various 
organizational units, the task force and the consultant had developed with the 
heads of the units exactly what information and what form of presentation” 
would be most useful in obtaining maximum performance from each unit — 
Duplication and useless material had been eliminated from reports and a sy” 3 
tematic procedure for preparation and issuance of reports had been formulated. ~ 
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One of the last steps in developing the control program was to spend several 
days with the president of the company reviewing all of the information that 
would be emanating from all sources of the organization. From this tremendous 
mass of data the president selected the specific information that he felt would 
be most useful to him. A list was then compiled under the title “reports to 
president.” Some of the information the president wanted was scattered among 
the data in various reports so, in a few instances, summary reports were made 
for his use from the operating reports. Exhibit 4 is a condensed list of reports 
requested by the president and illustrates the type and frequency of information 


required. 


Putting the Program Into Effect 


Throughout the developmental stages of the control program, the task force 
and the consultant collaborated on planning the approach, supervising the ana- 
lytical work that was done, obtaining concurrence on the part of operating per- 
sonnel, and even drafting the forms and procedures. Assistance was received 
from the systems and procedures men employed by the firm. With the comple- 
tion of the flow charts for the major functions, the master schedule of reports, 
and the schedules of reports for each organizational unit including the president, 
the stage was set for amending the operational procedure in use to conform to the 
control program requirements. The integration of the program's features into op- 
erating routine involved three major campaigns. The first involved installation of 
revised and approved procedures in each of the organizational units. The responsi- 
bility for accomplishing this was placed in the hands of the supervisory personnel. 
Each department or section head had the alternatives of making the changes 
through the efforts of his own personnel or getting assistance from the company’s 
systems and procedures analyst. A timetable for bringing departmental procedure 
into conformity with the control program was mutually agreed upon by the task 
force and the respective supervisors. The task force and the consultant served 
in the dual capacity of expeditor and coordinator in keeping the program mov- 
ing toward completion. 

A second major matter was centralization of report preparation. One of the 
decisions that had evolved early in the control study was that the preparation 
and issuance of reports would be confined to the greatest degree possible to the 
fiscal departments under the direction of the controller. Many instances had 
been observed in which a department had instituted its own reports because 
the exact information it needed at a particular time was not available from any 
other source. Over a period of time, this practice had resulted in the existence 
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of certain reports of little or no value, others that contained data duplicated 
in other reports, and some which were extremely worthwhile but were not get- 
ting the proper distribution. Now, by funnelling the operational paperwork 
through the controller's department and insisting that reports be issued from 
it, the tendency to originate reports outside the approved structure would be dis- 
couraged and better evaluation of reports obtained. 

Long-term administration of the control program formed the third task re- 
sulting from it. The task force mentioned earlier still maintains overall super- 
vision of the control program. It meets regularly to consider problems that 
arise and to assure that approved modifications are progressing satisfactorily. 
Having seen the benefits of the program he began, the president reviews its 
status periodically with the task force and, on occasion, supplies the motivating 
force when the accomplishment of some desirable objective is being retarded 
due to internal interference or lack of momentum. At the present time, all 
of the key members of the organization realize that perpetuation of control for 
management means constant attention to preserving the gains that have been 
made through the development of the control program. 


The Implements of Control 


The story of how a management control program was conceived, developed, 
and put in operation has been told in the preceding paragraphs. Description 
of the details involved in the many procedural aspects have been purposely 
omitted because, first, the main purpose of this article is to introduce the con- 
cept that management can improve its control of the operation of its com- 
pany through a well-conceived program and, second, there were too many proj- 
ects of improvement undertaken in connection with the program to relate them 
here in any amount of detail. However, it should help the reader to visualize 
the extent and thoroughness of this program if a brief description of two of 
the implements of control that emanated from it are given. 

The company had not practiced expense control via the budget method be- 
fore the advent of the program. As part of it, such a budget was installed. Since 
the company was composed of several divisions and marketed numerous prod- 
ucts, it was necessary to begin the budget system with a sales forecast. A two 
year projection was compiled based on a “‘grass roots” type of anticipated sales 
survey. The first twelve months was considered firm for cash flow and expense 
control while the second twelve months served as a planning base for product 
development and facility needs. The twelve-month forecast was stated in terms 
of monthly sales of units and dollars by product line and point of sale. 


DECEMBER, 1958 67 





The sales forecast was then used as the basis for computing projec 
of sales and expenses for each of the forthcoming twelve months. The o 
pany was completely departmentalized at the time the control program 
so with only minor changes in the chart of accounts, it was possible to establish 
variable expense budgets for each department for each month. Part of the” 
control features of the budget are that each department head receives at the 
beginning of each month a statement of allowable expense based on antich 
pated production for the month. After the close of each month, the supe: 
receive a comparative statement of actual expense and budgeted expense as 
lated to actual production. Variances are shown for over or under expendituie: 
but do not reflect volume considerations. Budget statements distributed to oper 
ating supervisors detail only the expenses classified as controllable. 

Projected profit and loss statements, balance sheets, cash flow analysis, ail 
facility expenditure schedules are prepared in advance for each quarter to 
alert management to any anticipated departure from the master forecast and % 
budget. 

One of the major considerations for any company which relies to a large ex 
tent on contract work for its existence is the problem of keeping a continual 
check on the process status of each important job, so that the cost does not ex 
ceed the estimate and so that delivery promises can be met. Since this company ~ 
was engaged in a substantial amount of contract work, it was important that the — 
control program provide a means of informing management at appropriate pe 
riods about the status of each job. A reporting procedure was installed for both — 
the engineering and production phases that required a weekly and monthly 
analysis of the status of each major job. The procedure consisted of dividing — 
the labor content of the contract estimate among clearly-defined functions in the 
engineering and production departments and then obtaining reports of time ap- 
plied on each job for each function. 

The functional points in the job progress at which comparisons of actual | 
to estimated time are to be made were termed, “mile-posts.” The work is sym- 
bolic of markers along a road that inform a traveler as to the distance he has 
traversed. Weekly and monthly summaries are made of estimated and actual 
time and a computation of “hours left to complete” shows the amount of time 
left to each function to accomplish contract completion. A monthly estimate of 
the percentage of completion for each contract, as compiled by operating per 
sonnel, supplies the means of comparing the job status with the original com 
tract estimate. This control procedure has resulted in a greater awareness on 
the part of engineering and production people of the effect that scope-of-contract 
changes, whether at the request of the customer or not, have on contract pet 4 
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formance cost. To complete the picture of the status of major contracts, an 
analysis of purchases and commitments is made monthly. 


The Unending Search 


Management is destined to engage indefinitely in a search for control of 
operations. With the passing of years, the search will become more and more cor:- 
plicated by the presence of social and economic pressures exerted by external 
interests. The effects of these disrupting influences can be minimized by keeping 
the organizational and procedural elements of 2 company under intelligent and 


BST PRBREGE $F 8567 


systematic control. 


The program described in this paper provides a means of meeting the chal- 
lenge that the future holds for management and, at the same time, will assure 


top performance for the present. 


Liberal Arts or Liberal Education 
For Accountants ? 


by ROBERT B. 


A RECENT SHORT PAPER published 

in the N.A.A. Bulletin and writ- 
ten by Robert G. Allyn, Chairman of 
the Department of Accounting, Cani- 
sius College, Buffalo, raises certain 
questions concerning the education 
and training of accountants. As Pro- 
fessor Allyn has stated, these ques- 
tions cannot be answered easily. I 
would like to add to his list of ques- 
tions and present my opinion as to 
some of the answers. 

He reports that a college dean has 
raised the issue that accounting edu- 
cation at the university level is merely 
vocational training and thus has no 
place in the collegiate program. This 

* Head, Accounting Department, West- 
em Michigan University, Kalamazoo, Mich- 
igan 
DECEMBER, 1958 
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same line of thinking has been voiced 
by a number of people in high places 
in the business world. There has been 
a “hue and cry” for a return to the lib- 
eral arts. (See “Are Business Schools 
Meeting the Challenge?” by Weldon 
J. Taylor, Collegiate News and Views, 
October, 1956). However, it is ques- 
tionable whether this vocal agitation 
for less specialized education and more 
of the liberal arts is consistent with 
the actions of the speakers. For in- 
stance, while top managers of some 
of our nation’s largest firms are pub- 
licly bemoaning the lack of liberal arts 
graduates, they are sending out their 
recruiters with instructions to find peo- 
ple with almost ridiculously narrow 
training. Recruiters have been lately 
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asking for more and more special 
courses in accounting. It does not take 
a high degree of arithmetic skill to real- 
ize that, if these additional courses are 
injected into the college curriculum, 
something must be removed or else 
the four years should be extended into 
five. 


Just what is the value of this liberal 
arts education that makes it superior 
to an education in accounting? From 
all that I have been able to gather, the 
advocates of the liberal arts claim that 
it has these advantages: 


. Teaches people to think more 
clearly. 


. Provides students with a sense 
of values. 

. Teaches students to communi- 
cate more clearly. 


. Provides a more well-rounded 
education. 


It is difficult to see how the advan- 
tages of the liberal arts education can 
be realized any better by the student 
who majors in English literature or in 
history than by the student who ma- 
jors in accounting. Which of these 
fields of study provides the most de- 
gree of specialization? Certainly a ma- 
jor in history is just as speicalized as 
is a major in accounting. If our stu- 
dent intends to make his life's work 
in the field of business, would he not 
be better prepared if he has some 
knowledge and skill in the field in 
which he is going to work? What is 
really needed is a framework in teach- 
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ing the specialized courses, . 
accounting, that is compatible with the 
objectives of the liberal arts program 
In other words, what we need is more 
liberal education in accounting and 
not a regression to a special educating 
in liberal arts. 

If this point is recognized, of 
must be also admitted that the 
college program should not be devoted 
to a liberal education in the specific 
fields of the student’s life work 
Rather than adding courses to the um 
dergraduate programs in accounting, 
we should be thinking of more ways 
that the present courses could serve a 
larger segment of our student popula. 
tion. A liberally educated man cannot 
and should not get all of his education 
with the business world as a back 
ground. As healthy as this background 
may be, there are some aspects of edu- 
cation that need other frameworks. 

The point of view may be summar- 
ized in this manner. There is an im 
portant place in the university for an 
accounting program as long as it is 
broadly conceived and liberally taught, 
There is little place in the university 
undergraduate program for a prolifera- 
tion of highly specialized accounting 
courses that take time from other 
equally important subjects. The man- 
ager of tomorrow can be trained in 
this manner as well as in the liberal 
arts. From whichever background he 
comes, he must be taught that there 
is more to learn, and that ideas are 
dynamic and never-ending. 
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To Market, To Market — 
Some Practical Profitability Calculations 


by K. R. RICKEY 


HAT PRODUCTS SHOULD WE SELL? How much should we sell them for? 
Where should we sell them? To whom? Should we diversify products? 
Customers? Both? These are questions which confront management constantly, 
particularly marketing management. And, to earn his keep as part of the man- 
agement team, a good financial man (need we say cost also?) will supply facts, 
free from accounting jargon, to help the marketing manager answer such ques- 
tions wisely. 
Do you know how much water a sponge will absorb? Neither do I until 
I have a few more facts about its size, the kind of material it is made of, whether 
it is wet or dry. Do you know how much fixed costs Product A will absorb? 
Neither do I until I know how many units of it we are going to sell, at what 
price, in what market area, in response to what demand. Besides, what about 
the word “absorb?” There is the accountant at it again. And what do we mean 
by “fixed costs?”” Let us take a simple example of financial fact-finding and, 
while we are about it, settle on a few words that mean something to everyone. 


What Are Our Costs 


Suppose we decide to enter the automobile leasing business. We have a 
pretty good idea of what a car costs to own and operate, so let us put down 
some figures for one car: 

Cost $4,000 Depreciation $1,000 per year 
License ee 
Insurance 150 “ 
Total $1,200 ($100 per month) 


Some people call these “fixed costs.” But “fixed” is misleading because it 
suggests they cannot be changed. If we sell the car, they are no longer fixed, 
are they? Actually they are just costs that occur with the passage of time, so 
let's call them time costs. 





KENNETH R. RICKEY, Penninsula-San Jose (Chicago 1946), is Vice President and Treas- 
urer of Lenkurt Electric Company, Inc., San Carlos, Calif. He joined this firm in 1953 
as Financial Coordinator, and was named to his present position in 1954. Mr. Rickey is 


Past President of Chicago Chapter. 
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As our car rolls down the road, we have some other costs, such as gasoline, off, 
tires, tune-up. These costs vary with the volume of our business. (In the most” 
businesses we talk about sales as volume but, in our auto leasing business, miles 
driven is our volume.) So lets call these costs variable cost. Now suppose we . 
figure our variable costs for each mile driven: 


Gasoline $.024 per mile driven 
Oil 002 per mile driven 
Tires, tune-up, etc. .014 per mile driven 

Total $.040 per mile driven 


So far, all we have are our operating variables of four cents per mile. Is 
there any other variable cost we need to take into account? To make our ex- 
ample a little more realistic, let's pay a salesman a commission to rent our car, 
and let’s set the commission at six cents per mile driven. We now know that, 
for each mile our car is on lease, it will cost us ten cents: 


Operating variables $.040 per mile driven 
Salesman’s commission .060 per mile driven 
Total variable costs $.100 per mile driven 


We also have these costs in a form that is easy to understand: 


Time costs $100 per month 
Variable costs 10 ¢ per mile 


What Price Will Net Us a Profit 


Our next problem is how much we should lease our car for to make a profit. 
In other words, how do we price our product? But, how many miles will it 
be driven? Volume affects profits. Let’s see how by using a selling price of 35 
cents per mile: 


Miles driven per month 300 400 500 
Sales at 35¢ per mile $105 $140 $175 
Less variable costs 

of 10¢ per mile 30 40 50 


$ 75 $100 $125 
Less time costs per month 100 100 100 


Leaves a profit (loss) $(25) -0- $ 25 











Before we leave that example, let’s go back and take a closer look at our 
cost per mile: 
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Miles driven per month 300 400 500 
Variable costs $ 30 $ 40 $ 50 
Time costs 100 100 100 


$130 $140 $150 
Cost per mile 43¢ 35¢ 30¢ 
We see at once from this example how, as volume goes up, the cost per mile 
comes down. Unfortunately, though, accountants lump these costs in a method 
they call “absorption costing.” By doing so, they bury the time costs and make 
it hard for the marketing manager and the rest of management to see their 
relationship to volume. We want to see where we are going. So we want our 
costs separated into those which vary directly with the product (direct costs) 
and those which vary with time. We look at our car on lease and find: 
Selling price 35¢ per mile 
Less variable cost _10¢ per mile 
Difference 25¢ per mile 
This means that, for every mile our car is on lease, we pick up 25 cents after 
paying the variable costs. Let's call this our profit pickup. Twenty-five cents 
per mile looks pretty good, but we must not forget our $100 per month of time 
costs. Question: how many miles must we sell before we have enough in the 
till to pay these monthly time costs? That's easy—$100 divided by 25 cents per 
mile gives us 400 miles. Let’s check it: 
Sales: 400 miles at 35¢ equals - $140 


Variable costs (.10 x 400) $ 40 
Time costs per month 100 


Total costs 140 
Profit i 
Now we know that, at 400 miles per month we break even and this we call our 
break-even point (Exhibit 1.). With all our figures out in the open this way, 
we have a clearer picture to offer the marketing manager. With it he can see 
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the effect that volume has on profits and on unit costs (miles driven, in gue 
case). This is commonly referred to as the profit-volume relationship, 


What If We Reduce Our Price? 

Now that we have seen the effect of volume on costs and how we can use this 
for pricing, another possibility crops up. What would happen if we reduced our 
price. Would our volume increase? And would it increase enough to offset our 
price decrease? We already know that, with a selling price of 35 cents per mile, 
we would break even at 400 miles per month. Let’s see now how much our 
break-even point would increase if we reduced our selling price: | 


Price Reduction 10% 20% 30% 40% 
Selling price (per mile) $.35 $.315 $.28 $.245 $.21' 
Less variable costs (per mile) .10 .10 10 .10 -10 
Profit-Pickup (per mile) $.25 $.215 $.18 $.145 $.11 
Time cost (per month) $100 $100 $100 $100 $100 
Break-even point (miles) 400 465 555 690 909 
Percent volume increase 

needed to offset price 
decrease: -0- 16% 39% 73% 127% 
In Exhibit 2, which graphs this volume increase, it will be noticed that 
there is Only one line on it, showing only the profit pickup of 25 cents per 
AMOUNT VOLUME MUST BE INCREASED TO OFFSET A PRICE 
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mile for our one product, Product A. 
" Exhibit 3 shows the amount volume 
must be increased to offset a price de- 
crease at various profit pickup rates. 
Exhibit 4 shows the amount volume 
can be reduced if prices are increased 
at various profit pickup rates. What- 
ever our business, we now have a way 
to sharpen our thinking about prices 
and profits on any product at any profit 
pickup rate. 
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Shall We Expand? 


So far, in our little business of leas- 
ing cars, we have had only one car and 
we have been operating the business 
ourselves to keep the overhead down EXHIBIT 4 
so we could make a profit. We have our costs split between variable and time. 
We know our profit pickup rate and our break-even point. Suppose now we 
want to bring our fleet up to 20 Product A cars, open an office and hire a girl, 
at a cost of $500 a month. We will maintain our selling price at 35 cents per 
mile. How do we make the decision to enter this market? Will it be profitable? 
Let's see: 





Product A 


Selling price 35¢ per mile Time costs 
Less variable costs 10¢ per mile $100 x 20 cars $2000 per month 


Profit pickup rate 25¢ per mile Office and girl 500 per month 
Total $2500 per month 


Time costs of $2500 per month, divided by a profit pickup rate of 25 cents 
per mile, equals 10,000 miles to break-even, or an average of 500 miles per 
car for the 20 cars. With this kind of information, the marketing manager has 
available the financial facts he need in a way he can use them to make sound 
marketing decisions. 


Shall We Also Diversify? 


But what if more than one product is involved and the profit pickup rate 
is different on each product? In our auto leasing business, we have been offer- 
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ing only one product, Product A, for lease. We. find now that we must gf 
Product B and Product C if we are going to attract enough customers to ke 








































above the break-even point. Therefore, we must get the variable and time ¢ oe 
of these new products. Here they are, along with Product A: = 
Products 
Time costs B Cc i 
Depreciation $1000 $1250 $1500 
License 50 75 100 | 
Insurance 150 175 200 | 
Total per year $1200 $1500 $1800 
Total per month 100 125 150 It 
Variable costs (per mile) even 
Gasoline and oil $ .026 $ .032 $ .038 ' point 
Tires, tune-up, etc. .014 .018 .022 the 1 
Commission on rentals .060 .080 -120 exalt 
Total per mile $ .100 $ .130 $ .180 oseel 
Competition tells us our exaft 
selling prices (per mile) ” 
must be: $ 0.35 $ 0.33 $ 0.68 i 
Then our profit pickup 
rate (per mile) is: $0.25 $ 0.20 $ 0.50 Sha 
And the break-even point 
(in miles) is: 400 625 300 S 
Now we have a different break-even point for each product. The mix of these ae 
products in our sales has an effect on our over-all break-even point. Let’s see sil 
how. For this illustration, we will use only one of each product. Therefore: rad 
Selling Time Variable Profit 4 " 
Price Cost Cost Pickup - 
Product A $.35 $100 $.10 $.25 “~ 
Product B 33 125 13 20 . 
Product C 68 150 18 50 whi 
$375 - 
If these are the only time costs, they are $375 per month, regardless of mix. 
First, let’s assume an equal mix of 500 miles each: 
Miles Profit pickup Our 


Product A 500 $ .25 
Product B 500 .20 
Product C 500 .50 

1500 $ .317 
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The break-even point is $375 divided by .317 or 1183 miles. Now let's take 

the extreme cases and see what the break-even point in miles per month would 
be if we had all three products but just leased one: 

Break-even point 

in miles per month 








Case I — Equal mix A, B, & C ($375 + .317) 1183 
Case II — All Product A ($375 + .25 ) 1500 
Case III — All Product B ($375.20 ) 1875 
Case IV — All Product C ($375 + .50 ) 750 


It is quite clear that Product B is a marginal producer, with the high break- 
even point of 1875 miles per month. Product C, with a 750-mile break-even 
point, is very profitable. Knowledge of the effect of mix of product is vital in 
the management of profits. With the kind of information just shown, we would 
examine our product line and our market to see how we could improve our 
preak-even point and our profit by improving the product mix. We could also 
examine Product B to see what we might be able to do to improve its profit 
pickup rate. 


Shall We Enter New Marketing Areas? 


So far, our business has grown profitably and we see many attractive op- 
portunities to expand it still further. But, if we branch out, we will have to 
open more offices and hire managers to operate them. The cost of distributing 
our product becomes a factor now, where it was not when we were small. 
Offices in the large cities cost more than those in the smaller ones. Wage rates 
differ in different areas. We know we will also need to start an advertising 
program. There will even have to be a central office to administer the branch 
offices or distribution points. Shall we enter these market areas and, if so, 
which ones? Our market surveys tell us that we should be able to place 80 
cars in an area: 

50 of Product A and sell 40,000 tniles per month 


20 of Product B and sell 10,000 miles per month 
10 of Product C and sell 5,000 miles per month 





Our profit pickup would be: 
Product A 40,000 x .25 = $10,000 
Product B 10,000x.20 = 2,000 
Product C 5,000x.50 = 2,500 
Total $14,500 
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Less time costs for autos only: 
Product A 50 x 100 
Product B 20 x 125 
Product C 10 x 150 
9,000 
Amount left for local and home-office time 
costs and profits: $ 5,500 


Suppose we have also found that there are three general marketing areas we 
could enter, where our operating costs would be as follows: 


Marketing Areas 
1 2 


Sales $20,700 $20,700 
Less auto variable costs 6,200 6,200 
Less auto time costs 9,000 9,000 
Less local—office time costs 2,000 1,500 
Advertising 200 100 


Marketing area profit $ 3,300 $ 3,900 
Break-even miles on 

standard mix 42,488 40,212 
Average break-even miles 

per car 531 502 





Now we can tell which areas to concentrate our efforts in. We know that 
Area 1 is the marginal area. However, home-office costs, not shown here, also 
affect our decision on whether to drop or add another office or distiibuting point. 


These Are The Facts We Need 


This method of preparing volume, cost, and profit information can be ap- 
plied to products, marketing areas or offices, salesmen, and customers. It offers 
the kind of financial information that the marketing manager wants and can 
use, first because it is free from unfamiliar accounting lingo and, second, be 
cause it shows him the financial effects of a proposed decision before he makes 
it. Armed with such information, he can focus on the three major factors that 
affect profit: volume, mix of product, and performance. As long as time costs 
are buried in unit costs, the effect of volume and product mix on profits se 
mains hazy, but, with time costs separated from the costs that vary with volume, 
the manager sees clearly that: 


1. After we pay the costs that vary with volume, we have a profit 
pickup for each unit we sell. 
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2. This profit pickup we apply to the time costs. 
3. When all time costs are paid, we pass through the break-even point 
4. Beyond this point we make a profit. 


Volume, then, becomes crucial in his decisions. Mix of products does too, 
since some items have a greater margin of profit than others. Performance is 
also crucial, since, if we can do the same job for less money, then obviously 
we make a larger profit. The marketing manager's job is a difficult one in any 
case. His decisions have a profound effect on profits. Let us at least give him 
accurate financial facts on which to base his decisions—and let us present them 


in the way he will find most useful. 





The Accounting Reader And Accounting Writer 


by CLARENCE W. BROWN* 


_ ACCOUNTANTS who contrib- 

ute articles to professional publica- 
tions do a great service to the pro- 
fession and its individual members. 
It is through these articles that many 
of us continue our education and are 
challenged to progress further. How- 
ever, as industry has become more 
specialized, so have many of the arti- 
cles in professional journals. There 
is a growing tendency to deal with a 
specific situation which, in itself, may 
present interesting problems but lacks 
general applicability and is not of 
benefit to most readers. 

Time is valuable and must be care- 
fully utilized. Therefore, most read- 
ers are necessarily selective and gen- 
erally will not read articles unless 
they can use the specific information 


—_— 


* Partner, Alsfasser, Connell and Eye, 
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contained therein or feel that such 
information will be of use to them in 
the future. It seems to me that we 
should request, encourage, and reward 
those individuals who will take the 
time to convert the specific informa- 
tion used in a given situation to tech- 
niques or methods which can be 
adapted to many situations. 

As an illustration, there has been 
much written on electronic computer 
installations, with emphasis on their 
uses im a particular organization. 
There has not been much written on 
the capabilities, limitations, cost, ef- 
ficiency, advantages, disadvantages and 
other general information relative to 
electronic computers. For the unin- 
formed, articles on the specific ap- 
plication of electronic computers are 
somewhat difficult to comprehend un- 
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less one does some research to obtain 
background. This very important func- 
tion can and should be performed by 
the article, and thus save the reader 
valuable time. Case studies would 
be of interest, after the groundwork 
of general information has been laid. 

Another aid to saving time is sim- 
plicity. Discussions should be reduced 
to the simplest terms possible. Com- 
plex explanations of simple situations 
fill seldom-read volumes in our li- 
braries. There is little achieved if 
much effort is exerted to prepare 
material which will be ignored. Not 
that all situations are simple but, 
usually, we find that the solutions are 
based upon very basic premises. Charts 
and graphs sometimes help to simplify 
presentation. However, again we find 
that many of them are so complex 
that the reader must do some research 
in order to interpret information with 
which, in a commoner form, he is 
familiar. 

It is well to remember that the 
educated man does not always have 
technical information on the tip of 
his tongue. He does, however, know 
where to find it. Educators tell us 
that is one of the important functions 
of education. The writer, then, is not 
insulting a man’s intelligence by pro- 
viding basic background information 
when it is necessary to the compre- 
hension of the article presented. Such 
information eliminates the necessity 
for the reader to familiarize himself 


with a specific subject before he 
the article and, since you have 
it easy for him to read and 
stand, he will do so and m 4 
thank you for recalling to his memo 


those things that have slipped hig 
mind since his days of formal educy 
tion. 3 

There is a definite need, it scemg 
to me, for more articles which are of 
general interest. These may be in me 
lated fields such as economics, com 
mercial law insurance, marketing, ad 
vertising, or they may be in account 
ing fields. However, they will, in my 
opinion, be more widely read if they 
deal more than is usually the cage 
with ideas, theories and principles 
that the reader might apply to his 
own business or industry. Educatom 
have long been telling us that this 
is the best approach. If we understand 
underlying concepts and principles, 
we can solve our own problems by 
applying them to our situation. 

This is not to belittle articles re 
lating the details of applying a certain 
phase of accounting practice to ome 
specific type of operation, as this will 
interest those in a similac sitcom 
However, I feel that general reader 
interest will be greatly increased if 
more articles are printed of a general 
nature. Let us assist our fellow at 
countants to extend their horizons by 


challenging thought through articles 
that are applicable to many ie 
and, therefore, demand reading. 
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Testing the Potential of a Company 
Prior to Acquisition 


by PAUL E. BRODRICK 


ae A® ALERT MANAGEMENT with growth as its objective will realize that, in 
da addition to more aggressive sales effort, continued growth usually involves 
Ea product diversification in order to broaden the company’s base of earnings and 
ems tap new markets in keeping with the more varied needs of the economy. Basic- 
re of ally, there are three methods for diversifying the product line: 
n te . Developing new products through internal research and develop- 
com. ment. 
- . Acquiring manufacturing rights to a product already developed by 
another individual or organization, usually by purchase or license. 
= . Acquiring or merging with another company already in possession 
a of the desired product line. 
case Scope of Information Needed and Steps in Appraisal 
. This article is concerned solely with the execution of a plan for expansion 
ators and diversification through the acquisition of or merger with related busi- 
this nesses. It is based on a case study of techniques being used successfully by the 
tand company designated as Blank Corporation to review and test the potential of 
ples, related businesses, e.g. Anycompany, Inc., under consideration for acquisition. 
: by The evaluation of another company in terms of its future prospects for growth 
and profits involves not only the efforts of accountants and lawyers but also 
i. specialists in production, engineering, personnel, and market research. In a 
tain full-scale study preparatory to serious discussion of a major acquisition or 
one merger, this team of specialists would collect all the necessary facts and col- 
will laborate in the preparation of a report to the management of Blank Corporation 
“3, containing specific recommendations as to the desirability of and basis for the 
ader contemplated acquisition. A detailed report might be based on the outline shown 
iif as Exhibit 1. 


Since figure facts are the direct reflection of the varied operational factors 
which contribute to a company’s relative success or failure, screening this in- 
formation is often all that is needed to determine whether a company considered 
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Industries, Inc., Dallas, Texas. Before joining Dresser in 1944, he was associated with 
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OUTLINE OF SCOPE OF REPORT ON PROPOSED ACQUISITION 


. Summary and Conclusion 5. Manufac turi 
A. Basis of interest in the company A. Description and evaluation of plant, 
B. Market and its growth facilities and operations 
C. Company, its position, growth and B. Capacity -- present and projected 
earnings related to market forecast 
D. Basis of acquisition and effect on C. Expansion plans and investment 
Blank Corporation shares required 
E. Recommendation D. Relation of total industry capacity 
to market 
Background Information E. Material supply problem 
A. Corporate history F. Possibilities of new competition 
B. Nature of business 
Cc. Property . Employee Relations 
D. Subsidiaries A. Union situation 
E. Officers and directors B. Wage scale and fringe benefits 
C. Labor availability -- number and 
quality 
. Market Analysis D. Evaluation of management and 
Product line sales management organization 
. Total market - present and projected . 
Competitive position . Financial 
Pricing policy A. Comment, including effect on Blank 
Methods of distribution Corporation shares 
Customer acceptance of products B. Balance sheet and comment 
Operations record, trends and 
. Engineering comments 
A. Importance to product line . Analysis of costs and profit potential 
B. Engineering program -- short and long-range . Sales and profit forecast 
Cc. Evaluation of organization, including . Forecast of capital requirements 
research and development . Tax, legal and related considerations 

















F. Ownership 


D. Patent situation 











EXHIBIT 1 


to be a candidate for acquisition should be rejected or studied in greater detail. 


This financial analysis may be described as “testing the potential”, a term used 
in the oil industry to describe the process used to determine whether a further 
investment in drilling costs is justified in relation to the risks and promise of 
future return. As in the case of the analogy, the approach involves first a survey 
to determine in general terms the relative value of Anycompany, Inc. compared 
with Blank Corporation. If such values are “in the ball park”, the next step is 
to explore and project the operation through collection and analysis of certain 
historical data. These results are correlated to determine the effect—in the 
future—on the value of Blank Corporation's shares. This information is then 
presented in a report (either of simply the financial considerations or the full 
scale-report discussed previously) to management for their decision to reject, 
study the situation further, or go ahead with negotiations. The broad outline 
of the steps involved in such a test or analysis is shown on Exhibit 2. 


Preliminary Evaluation 


Tax and market considerations usually dictate that the acquisition or merger 
of a “going business” be accomplished through the issuance of securities for the 
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TESTING THE POTENTIAL OF A COMPANY 








SURVEY 





Formula 
Exhibit 2 


ll 
EXPLORATION AND PROJECTION 


Belance Sheet Profit Potential Profit Structure 
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Effect on per share valves 
Exhibit 8 
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MANAGEMENT DECISION 

















Consistent with the Company's long-range objectives and plans — embracing prod- 
ucts, profits, and, investment, in keeping with the best interests of the shareholders, 
employees, and public — management then determines the best approach. 




















EXHIBIT 2 

stock or assets of the acquired company. The formula on Exhibit 3 is one means 
of comparing basic factors which are accepted as measures of financial position 
and operating record. These factors are: 


1, The amount of working capital (i.e. cash, receivables arid inven- 
tories, less current liabilities) which is available for day-to-day op- 
erations, 





| 8 





BLANK CORP. VS, ANYCOMPANY 
(Formula Calculation - $000 omitted) 





Ratio 
Blank Anycompany _ Blanks 1 





Working capital 53 670 10 335 . 192566 
Common stock equity 88 228 16 007 - 181428 
Average earnings (1953-1957) 8 634 2 362 - 276697 
Current earnings (1958) 16 811 3 671 - 218369 
Average of ratios - 217265 
Number of Blank shares 2 062 950 

Value at $85 

Number of Anycompany shares 


ere Sasa atag ae 


Number of 
Blank Shares per 
Alternate Values shares Value at $85 Blank share 





Formula 448 200 $38 097 000 
Market price (34- 1/8) 432 385 35 455 600 
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2. The equity which the common shareholder has in the business,” 


3. The earnings record of the company for a representative past 
period and the present time. ; 


The formula measures Anycompany, Inc. as a percentage of the Blank Cop 
poration. This percentage, when applied to the number of Blank shares prep 
ently outstanding, gives an indication of its relative value in terms of Blank 
Corporation's shares. In the example shown, it is assumed that both Blank 
Corporation and Anycompany, Inc. shares are traded in an active market so that 
it is possible to establish their relative market values. Thus, in addition to val 
ues based on the relationship of each of the elements and the formula aver 
age (expressed both in Blank Corporation shares and dollars of current map 
ket value), the value of Anycompany, Inc. in terms of market value of its own 
shares is known. In the example, note that an exchange of market values would 
result in issuing 432, 385 Blank shares to acquire Anycompany, Inc. This com 
pares favorably with the number of shares which would be required on the earm- 


ings ratios or the overall formula. 
In practice, if market value is about equal to or a little less than formula 





_BLANK CORPORATION --- COMPARATIVE OPERATIONS SUMMARY® --- ANYCOMPANY. INC. 








Average (1953-1957) 1957 1955 
Blank Any- Any- Blank 
($m) Corp. Company 2 Company Corp. 
STATEMENT OF EARNINGS 
Net Sales 150 284 25 299 31 433 157 O11 
Groes Profit 41 965 12 559 
% Sales 27.9 40.0 
Selling Expense 12 087 
% Sales 
Admin. & Gen. Expense 
% Sales 
Engineering Expense 


Net Other Income/ (deductions) 
Profit Before Taxes 


| CASH FLOW 13 185 
COMMON SHARES - Adjusted 199 1696 
Earnings Per Share $4.44 
Dividends Per Share 1.74 
OPERATING DATA 
Preferred Dividends 75 
Interest on Debt N. A. $37 
Allowance for Depreciation 4 768 
Expeaditures for Plant 7 300 
Unfilled Orders 29 019 
Number of Employees 9 089 
GROWTH INDEX 
Sales 
Net Profit 133 
Gross Property 121 
Invested Capital 2 121 
Retained Earnings (surplus) 
RATIOS 
Trade Receivables Cycle (days) 
Inventory Turns (annual) 
Sales Per § ~- Working Capital 
- Grose Property 
- Net Property 
= Invested Capital b 2. 04 
Return on Inv. Capital - Pre-Tax . 45.8% 
- Net . 22.7 
* In practice, figures for 5 years are sltiown 


1876000 
$5. 05 
1. 70 


2s 


46 
2.7 
$3. 37 
3. 35 
uM 
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value and/or the number of shares developed on the earnings factors, it should 
be possible to negotiate a mutually acceptable transaction if both companies 
are “merger-minded.” If, on the other hand, the market value or asking price 
is very much greater than the formula value or earnings ratio values, it would 
seem inadvisable to pursue merger negotiations under present market conditions 
unless other dynamic factors could accelerate the future growth of Anycompany, 
Inc. As the Blank-Anycompany survey indicates a favorable relationship, the 
analysis would be carried forth to the next step. 


Exploration and Projection of Historical and Future Operations 


Exploration involves the collection, tabulation and analysis of such historical 
financial data as can be obtained from the company’s published reports and such 
financial services as Moody’s and Standard and Poor’s. For convenience, two 
forms or data sheets have been devised which permit the comparison of a mini- 








_BLANK CORPORATION --- COMPARATIVE BALANCE SHEET SUMMARY® --- ANYCOMPANY, INC. 


1956 1955 - 1954 
Any Blank Any Biaak Tay 
Company Corp. Company Corp. _Company 
Assets 

cash & Marketable Securities 3 440 13 752 4 535 3 420 

Receivabies - Trade 3 536 21 270 3 522 

Receivables - Notes & Other 450 830 1% 

38 31 4 884 
( 2 639) 
985 
72 559 
1 $21 
49 405 





Inventories 
(Less Advance Payments) 
Prepaid Exp: . 
Total Current . 
Investments & Other Assets 
Gress Property 
(Less Allow. for Depreciation) 
Net Property 
Intangible Assets 
TOTAL ASSETS 


Liabilities and Capital 
Accounts Payable & Accruals 
Fed. State & Foreign Inc. Tax 
Total Current Liabilities 5 822 20 972 
Long Term Debt 86 14 850 
Reserves (Incl. minority) 390 61 
Capital Stock - Preferred 830 4 361 
- Commen 5 68 938 
Capital Surplus 1 048 19 609 
Earned Surplus 6 751 47 609 
Total Capital 15 797 72 517 
Total Liab. & Capital Ts 432 22 095 108 950 
—— —_— —_— 


Common Share Statistics 
“Outstanding at Year End 1033724 1876000 1023724 
Book Value Per Share . 14.39 3. 32 . 12.78 
Market Price Range 54.5/36.6 34,.7/21.5 41.1/18.5 22.7/21.5 
Earnings - Per Share $4.44 $2. % $5.15 $3. 35 
Dividends - Per Share 1.74 1.20 2.375 1.75 
% Distributed 50.8 “41 52.2 
Price Earnings Ratio - Range 2/8. 14. 6/9.2 6.2/3.6 6.8/6.5 
Yield - Range 2/4. 3.4/5.6 5,7/12.7 7.6/8.1 
Working Capital 54 255 8 970 
| Current Ratio 3. «, 89, 
% Invested Capital 12 
Long Term Debt 168 
Convertible ° 
% Invested Capital - 
Other ° ° 
% Invested Capital . . ILS . 
Common Shareholders Equity 13 080 62 276 10 418 
% Invested Capital . 1.9 . 89.2 75.9 bo8 
Invested Capital - Balance 14 667 82 O71 11 998 
Average 89 837 13 332 79 563 12 194 
_—_—— —_ — —> 
NOTES: Common shares vcistanding and related values have not been adjusted for subsequent acquisitions or mergers. 
In practice balance at the end of 6 years are shown. 
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mum of five years operation of any two companies. These are shown in E 
4, Comparative Operations Summary, and Exhibit 5, Comparative Balance § 
Summary. The data comprise: 
Operations Summary Balance Sheet Summary 
A condensed statement of 1. Comparative balance sheets. 
earnings. 
Comparative figures on cash 2. Certain statistics on dividends, 
flow, depreciation allowances earnings, and market prices of 
and other significant operat- common shares. 
ing facts. 
A comparison of the relative 3. A breakdown of the capitali- 
growth of the two companies zation stracture. 
in terms of an index number. 


Certain recognized perform- 
ance ratios. 


From the wealth of comparative financial data contained in these two state 
ments, the analyst can draw his conclusions as to the manner in which the ac 
quisition of Anycompany could complement or supplement the operations of 
Blank Corporation. Since the figures in the case study indicate a favorable re 
lationship, an attempt will be made to project the future sales and profit-making 
potential of Anycompany, Inc. If negotiations have progressed to the point of 


actual contact with the management of Anycompany, a request would be made 
for a five-year forecast of sales in as much detail by product line and markets 
as possible. In addition, the management of Anycompany would be asked to 





ANYCOMPANY, INC. = PROFIT-VOLUME RELATIONSHIP 





P/V RATIO «= 32.95% 





PROFIT BEFORE TAXES ~ MILLIONS OF § 











SALES ~ MILLIONS OF DOLLARS 
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project expected performance with respect to expenses and manufacturing costs 
in order to provide a sound basis for the construction of a detail forecast. 

If this route is not available and, in any event as a check of management's 
forecast, a statistical analysis of Anycompany’s past operations for five or ten 
years would be made in order to establish the relationship of profits to sales 
volume. By plotting the past experience of pre-tax profit against sales, it is 
usually possible to establish a reasonable trend line. Fitting the trend line to 
the points requires knowledge of the present level of fixed or capacity costs 
and the exercise of judgment to avoid flattening the slope. The tangent of the 
angle formed by this trend line represents the profit-volume ratio of Anycom- 
pany, Inc., as shown on Exhibit 6. The point at which the line crosses the zero, 
or sales, line is Anycompany’s break-even point. The distance between zero (sales 
line) and the origin of the trend line measured along the lefthand axis repre- 
sents the company’s annual fixed expenses, that is, expenses which remain rela- 
tively constant regardless of the volume of sales, and, in effect, represent the 
cost of providing the company’s basic capacity to produce. In simpler terms, the 
chart shows that Anycompany will make 321¢ profit from every dollar of 
sales, once the operating level exceeds break-even volume. _ 





i BLANK CORP. VS. ANYCOMPANY, INC.” - PROFIT STRUCTURE 





Net Profit as Sales per $1.00 Net Profit as 
a % of Sales of Invested Capital = a % of Invested Capital 
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EXHIBIT 7 


From the profit/volume relationship and an analysis of sales trend (or man- 
agment’s forecast sales) it is possible to make a reasonable forecast of Anycom- 
pany’s Inc.’s profits for future years. The historical and forecast performance 
of the two companies are then compared in the formula for profit structure 
(on Exhibit 7) which relates the factors which contribute to the overall ob- 
jective, which is a satisfactory return on the money invested. Expressed simply, 
this formula states that the percentage of each sales dollar retained as profit, 
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multiplied by the number of times capital invested in the business turns during 
a year, equals the percentage returned on capital invested. The use of the for 
mula compares the records of Blank and Anycompany in maintaining sales 
prices and controlling costs and, secondly, their relative effectiveness in generat. 
ing sales and earnings with the capital and assets employed. To portray the me. 
lationship graphically, the factors for Anycompany are presented in the chart, 
Exhibit 8, in comparison with Blank Corporation’s past and expected future 
performance. Visual inspection of the chart indicates that Anycompany cannot 
be expected to continue its favorable performance relative to Blank. 





BLANK CORP. versus ANYCOMPANY — FINANCIAL COMPARISONS 
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EXHIBIT 8 
Correlation of Factors — From Viewpoint of Blank Shareholders 


In the final analysis, the measure of potential of a company to be (or not) 
acquired is the effect on the units of ownership, that is, the equities and earnings 
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BLANK CORP, VS. ANYCOMPANY 





Effect of acquisition on per share values of Blank shares 
Based on market ratio exchange of 2.4 Anycompany shares for each Blank Corp. share 


Blank 
Corporation Anycompany Combined 





Number of Blank shares 2 062 950 432 385 2 490 248 
Working capital $26. 02 $23.90 . 65 
Common shareholders' equity .77 37.02 .77 


Past earnings - 1953 .75 . 09 -91 
1954 . 39 . 02 41 

1955 . 88 . 33 .05 

1956 . 05 . 76 45 

1957 - 15 -ll -72 

Average (1953-1957) .44 . 46 71 





Future earnings - 1958 x 49 
1959 ° .33 

1960 . 17 

1961 > 24 

1962 ’ . 08 

Average (1958-1962) ° . 26 














EXHIBIT 9 


assignable to each share of Blank Corporation's outstanding common stock. Al! 
the analysis that has gone before is correlated in Exhibit 9, which shows the 
effect that the acquisition of Anycompany for a specified number of Blank 
shares would have on the equities of the Blank shareholders. Since the stocks 
of many better-managed companies sell for one and one half to two times their 
book value and more, a dilution in either working capital or common stock equity 
need not be given much importance. However, an acquisition that will dilute 
earning power of the shares should be rejected unless its purpose is defensive. 
The shareholder's fundamental objectives are dividends and capital appreciation 
which can only result from increased earnings per share. In this instance, it ap- 
pears that the acquisition of Anycompany would result only in Blank Corpora- 
tion getting bigger without lasting benefit to its shareholders. 


Management's Decision 


A proposal can be rejected entirely on the basis of the financial considerations. 
However, a decision to go ahead cannot be made solely on the basis of the fig- 
ures, even though the comparisons appear most favorable. The decision rests 
with management and the board of directors who must evaluate all of the data 
and tests of the potential of Anycompany—operational, financial, and legal. 
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The techniques which have been described in this article provide a 
ground of factual data against which Blank management can evaluate the 
of data, opinions, and impressions of the operations of Anycompany. It then be” 
comes management's task to arrive at a decision consistent with Blank Corpora. 
tion’s long-range objectives and plans for product diversifications, profit goals, 
and return on investment, which will best serve the interest of the shareholders, 
employees and public. 





Government Contracts —Their Cost Problems 


by HERMAN BRUNING, JR. 


oy uae IS AMPLE INDICATION THAT INDUSTRY, and especially the accounting staffs 

should become more acquainted with government standard operating procedures. Ip 
recent years, government contracts expenditures have reached new highs, with both indus 
try and the economy coming more under their influence. A host of potential problems 
faces a concern and the accounting staff when they deal in or contemplate soliciting 
government work. Reference material is relatively sparse and, in many cases, out of date 


In negotiating or bidding on a contract, the contractor should know as much as possible” 
about the Government's specifications on the product. What may appear to be a simple 
and familiar task, related to a contractor's commercial production, can turn into a night 
mare of reject cost, special tooling investment, and environmental test expenses, to name 
a few, because of government specifications requirements which place the task in a field” 
foreign to that of the contractor's commercial product line. 

Costs which the contractor normally considers when computing profit on commercial 
production can be disallowed as a result of the type of contract under which the work 
performed. Should a contractor accept a cost reimbursement type contract he will 
knowingly or unknowingly, also accept a set of rules which will determine the allowance 
or disallowance of cost. : 

The fact that a contract is subject to audit by government personnel gives rise © 
problems aot readily apparent on the surface. The natural attempt by auditors to obtain 
information regarding contract cost often leads to accounting procedure changes effected 
by the contractor to satisfy the auditor's requests. There have been cases where such 
changes have resulted in added overhead costs. When the contractor has both commercial 
and government work, the effect of additional overhead is generally borne by both ote 
areas rather than in the government area alone. 

The contractor would do well, not only to concern himself with the appropriation ot” 
of which he will be paid but to let attention also fall upon contract requirements come 
cerning material and performance specifications, cost determination principles and 


standards. 
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Our Internship Training for Accounting Students 
by. LOUIS D. DUDAK* 


HE INCREASING COMPLEXITY of ac- 
W cites systems necessitates a pro- 
gram of training to bridge the gap be- 
tween academic and practical applica- 
tion of accounting theory. Account- 
ing students obtain a better education 
when they have had practical experi- 
ence, and internship training in ac- 
counting satisfies this requirement. 
Furthermore, students 
usually receive better job offers—even 
if the experience was brief—because 
of their ability to discuss accounting 
systems and application of theory with 
prospective employers. 

Collins Radio Company is cur- 
rently conducting a summer internship 
program for qualified accounting stu- 
dents between their junior and senior 
year in college. We have concentrated 
our training in the internal audit de- 


experienced 


partment where we feel the student 
will receive diversified experience 
more quickly than from any other de- 
partment of our organization. In this 
area students work on audits concern- 
ing cash, accounts and notes receiv- 
able, consignments, observation and 
price testing of inventory, fixed assets, 
accounts and notes payable, and pay- 
rolls. Usually, they work extensively 
with two of these projects and are ex- 
posed to the other audits for periods 


* Treasurer's Division, Collins Radio 
Company, (formerly with internal audit 
department), Cedar Rapids, Iowa. 
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of about one week. During the audit 
processes, students analyze accounts, 
work extensively with tabulating pro- 
duced data, and perform other duties 
under the close supervision of our in- 
ternal audit department staff. Since 
our fiscal year ends July 31, many of 
the projects during the summer period 
are in direct liaison with our public 
accountants. The final days of the 
training period are devoted to ac- 


' quainting the trainee with other divi- 


sions of the company in which he has 
not had direct coritact through the 
audit work, including a tour of facili- 
ties. 

During the training period, the in- 
tern observes the accounting system 
and becomes familiar with the organi- 
zational structure of the company. He 
obtains an inside view of the complete 
Operation, and meets individuals at 
an operating level. He can determine 
what his possibilities would be for a 
career with the company and, concur- 
rently, his abilities and personality are 
being observed by company staff. 

Our summer internship program 
has been very successful in producing 
graduates experienced in our company 
operations, who might be available to 
us as permanent employees and who 
have had the opportunity during their 
last year in college to better prepare 
themselves for this purpose. 
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Beyond These Covers 


Executive's Guide to Accounting 
Harry S$. Wittmer, Prentice Hall Inc., 70 Fifth 
Ave., New York 11, N. Y., 1958, 318 pp., 
$7.50. 
The author of this fluently written volume 
addresses nonaccountants but, for account- 
ants, the book supplies a conscious look 
at fundamentals and nature of the account- 
ing process, often taken for granted be- 
fore being adequately understood. A 
case, “Panout Trading Corporation,” pro- 
vides a thread upon which illustration and 


explanation are hung. 


The Economics of 
Industrial Management 


Walter Rautenstranch and Raymond Villers, 
Funk & Wagnalls Co., 1957, Second Edition, 
488 pp., $7.50. 


The extent to which accounting underlies 
the material here included, and often ex- 
plicitly so, may well operate to convince 
accountants of their essential place in 
“industrial management.” This edition was 
prepared by Mr. Villers and discusses 
“extensively” the method of “differential 
profit control” which “related to the in- 
creasing use of electronic computers—— 
can be considered as an endeavor to mod- 
ernize the break-even analysis method 
developed originally by Walter Rauten- 


strauch.” 


Business Budgeting 

Burnard H. Sord and Glenn A. Welsch, Con- 

trollersbip Foundation, Inc., 2 Park Ave., New 

York 16 N. Y., 1958, 363 pp., $12.50. 
Subtitled “‘a survey of management plan- 
ning and control practices,” this work 
summarizes responses from over 400 com- 
panies and is replete with titles disclosing 
emphases in budgeting which the survey 
revealed. The questionaire which was used 
is supplied as Appendix A. 
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Integrated Auditing 
ry 4a Pag y oy eat * hate, 
N. Y., 1958, 272 pp., $7. 

A broad treatment of audit method, sup 
plemented in extended appendices by (1) 
an illustration of a long-form report and 
(2) a staff training program tied-in with 
readings from the body of the text, this 
work is devoted to providing a whole 
view of the auditing process and indi 

the value of various methods of verifics. 


tion. 


Accounting Practices in the 

Petroleum Industry 

aid Press Con 15 Bust 2608 St. New York te 

N. Y., 1938, 247 pp., $6. 
An extensive (37-pages) glossary of terms 
peculiar to the oil industry is included in 
this text which covers accounting for all 
the main divisions of operation, including 
crude oil production, refining, transporta- 
tion, and marketing. Forms used in joint 
and unit lease operations are supplied a5 
appendices. 


11th Accounting Conference 


Agricultural and Mechanical College of Texas, 
College Station, Texas. 


First among the addresses offered in this 
report of proceedings of a conference held 
last April is an exposition of a newly 
popular perplexity, ie. “The Discounted 
Cash Flow Method of Evaluating Proposed 
Investments.” Other topics of addresses 
reproduced include “Internal Profit Meas 
urement” and “Applications of Data Proc 
essing to a Small Business.” 


Pricing in Big Business 
Kaplan, Dirlaim & Lanzillot 
stitution, 722 Jackson Place, N.W., 
ton 6, D. C., 1958, 344 pp., $5. 


Practices of many companies in many i® 
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dustries are reflected in this comprehensive 
study, which is subtitled, “a case approach” 
and well lives up to this billing. The case 
material is employed with other considera- 
tions in the latter portion of the book to 
draw a broader picture of pricing practice. 


Sound Business Purpose 
Robert S. Holtzm gd Press, 15 East 


Ron'ss., New York 10, N. Y.. 1938, 208 

PP.» $10. 
An addition to the publisher's “tax prac- 
titioner’s library,” this book is directed to 
exploration of the areas in Federal tax law 
in which the purpose of an action has 
become relevant to the way in which the 
courts will view it. Among these areas are 
accumulation of earnings, excess profits, 
sale and lease-back transactions and various 
aspects of corporate structure. Case material 


is abundant and pointed up. 


Linear Programming 


Robert O. Ferguson and Lauren F. Sargent, 
McGraw-Hill a Co., 330 West died St, 
New York 36, N. Y., 1958, 342 pp., $10. 


Technical and condi “mathematical” 
in substance, this text is, nevertheless, keyed 
to the belief that it explains a decision- 
facilitating method which can be used with 
limited mathematical training. The view- 


point is that “once a problem has been 
defined and set up for solution, the com- 
putational procedures can be delegated to 
clerical personnel or programmed on com- 
puters.” 


Mathematics of Finance 
Committee on Mathematics ef Finance. Fo 
man Publishing Ce., 2 West 45tb St., New 
York, N. Y., 1958, 310 pp. 
Authorship of this volume is further ex- 
plained in the title page as “a collaborative 
writing group of mathematics professors,” 
and some forty co-authors are listed pre- 
fatorily. Interest, logarithms, annuities, 
amortization, depreciation, and probabilities 
are among the topics covered. 


Credit Management Handbook 

Credit Research Foundation of the National 

Association of Credit Men, Richard D. Irwin, 

Inc., Homewood, lilinois, 1958, 776 pp., $10. 
The chapter sequence of this extensive 
work reveals treatment of the various 
aspects of the credit function as it appears 
in business today. These include “collection 
policies and procedures,” “manning the 
credit department,” “terms of sale” and 
others, to the number of twenty-nine in 
all. 


Articles 


How to Set Realistic Profit Goals 


Bruce Payne, Harvard Business Review, Sep- 
tember-October, 1958. 


Both an article of generalities and par- 
ticulars, this paper includes near its close 
the following statement, “Short-term profit 
improvement takes part of its meaning 
from long-range planning, and long-range 
planning in turn takes part of its mean- 
ing from short-term programs.” 


Use of Yield Data to Cut 
Purchase Costs 


Charles H. Griffin, Journal of Acconntancy, 
September, 1958. 


Illustrative material in this paper reflects 
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the oil industry. It is, however, keyed to 
five points at which accounting control can 
protect against excessive purchase costs. 


Allocation of Income Taxes 


Ralpb S. Jobns, Journal of Accountancy, Sep- 
tember, 1958. 


An extended discussion, covering positions 
taken by the profession and government 
agencies as well as basic considerations, 
this article opens with the rhetorical ques- 
tions, “Does the practice of allocating in- 
come taxes make financial statements more 
useful? or more confusing and hence less 
useful?” Text of the article is responsive 
to these questions. 
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Practical Improvements in 
Audit Testing 


Louis N. Teitelbaum and Milton A. Schwartz, 
Internal Auditor, September 1958. 


Included in this discussion of application 
of statistical methods is the comment, 
“Statisticians have shown that it is pos- 
sible to determine in advance the number 
of items that should be examined to pro- 
duce results that auditors are willing to 
rely on.” Air Force experience is reflected 
in illustrations provided. 


Operations Research in Action 


Herbert J. H. Roy, Harvard Business Review, 
September-October 1958. 


This is a presentation centered on “when 
to use” operations research on a business 
problem, with some material on the “how” 


aspect. A seven-point approach to 
taking of operations research projeg 
offered. 


ADDRESSES OF PERIOD! 


Harvard Business Review 


Soldiers Field, Boston 63, 
Mass., Single copy, $2. 


Internal Auditor 


120 Wall Street, 
New York 5, N. Y., 
Single copy, $1. 


Journal of Accountancy 
270 Madison Avenue, 
New York 16, N. Y., 
Single copy, 85¢. 
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From The Juside 


PAGE 8: “Upon completing the program, the trainee is generally 
a major department for further development in the accounting or 
field for which be is best suited.” 





PAGE 22: “Where favor is apparent for direct costing, cost accom 
usually in the picture.” 





PAGE 27; “The nature of data processing forces the accountant to 
new breadth of knowledge.” 





PAGE 31: “You will find that you will soon be able to do six 
six subtractions in almost 60 seconds.” 





PAGE 45: “Ji will be noted that Any Company is using the short- 
bankers form of financial forecast presentation in order to point out 
plans, policies and assumptions.” 





PAGE 51: ". . . just as the acceptability of a factory produced typ 
outboard motor is controlled by in-process inspection, so must the 
source documents.” 





PAGE 64: “The final step in the development of the control structure ¢ 
to complete a series of schedules to regulate the flow of reports.” 





PAGE 69: “Just what is the value of this liberal arts education that 
superior to an education in accounting?” 





PAGE 77: “With the kind of information just shown, we would @ 
our product line and our market to see how we could improve our t 
point and our profit by improving the product mix.” 





PAGE 85-6: “For convenience, two forms or data sheets have been 
which permit the comparison of a minimum of five years operation of any 
companies.” . 





PAGE 91: “During the training period, the intern observes the 
system and becomes familiar with the organizational structure of the ce 








